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Treat ment of Services Under Section 482; Allocation of |ncone and Deductions
From | ntangi bl e Property; Stewardship Expense

Tuesday, August 4, 2009
AGENCY: Internal Revenue Service (IRS), Treasury.
*38830 ACTION: Final regulations and renoval of tenporary regul ations.

SUMMARY: Thi s docunent contains final regulations that provide gui dance regarding
the treatnent of controlled services transactions under section 482 and the alloca-
tion of incone fromintangi ble property, in particular with respect to contribu-
tions by a controlled party to the value of intangible property owned by another
control l ed party. This docunent also contains final regulations that nodify the
regul ati ons under section 861 concerni ng stewardshi p expenses to be consistent with
the changes nmade to the regul ati ons under section 482. These final regul ati ons po-
tentially affect controlled taxpayers within the meani ng of section 482. They pro-
vi de updat ed gui dance necessary to reflect econom c and | egal devel opnents since
the i ssuance of the current gui dance.

DATES: Effective Date: These regul ations are effective on July 31, 2009.

Applicability Dates: These regul ations apply to taxable years begi nning after
July 31, 2009.

FOR FURTHER | NFORMATI ON CONTACT: Carol B. Tan or Gregory A. Spring, (202) 435- 5265
for matters relating to section 482, or Richard L. Chewning (202) 622-3850 for mat-
ters relating to stewardship expenses (not toll-free nunbers).

SUPPLEMENTARY | NFORMATI ON
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Paperwor k Reduction Act

The collection of information contained in these final regul ations has been re-

vi ewed and approved by the O fice of Managenent and Budget in accordance with the
Paperwor k Reduction Act of 1995 (44 U.S.C. 3507(d)) under control nunber 1545-2149.
The collection of information in these final regulations is in 8 1.482-9. This in-
formation is required to enable the IRS to verify that a taxpayer is reporting the
correct amount of taxable income. An agency may not conduct or sponsor, and a per-
son is not required to respond to, a collection of information unless it displays a
valid control nunber.

Books and records relating to a collection of information nust be retained as | ong
as their contents m ght becone material in the adm nistration of any internal reve-
nue |l aw. Generally, tax returns and tax return information are confidential, as re-
quired by 26 U . S.C. 6103.

Backgr ound

Section 482 of the Internal Revenue Code generally provides that the Secretary may
all ocate gross income, deductions, and credits between or anbng two or nore organi-
zations, trades or businesses owned or controlled by the sane interests in order to
prevent evasion of taxes or clearly to reflect income of a controlled taxpayer.

Regul ati ons under section 482 published in the Federal Register (33 FR 5849) on
April 16, 1968, provided guidance with respect to a wide range of controlled trans-
actions, including transfers of tangible and intangible property and the provision
of services. Revised and updated transfer pricing regulations were published in the
Federal Register (59 FR 34971, 60 FR 65553, 61 FR 21955, and 68 FR 51171) on July
8, 1994, Decenber 20, 1995, May 13, 1996, and August 26, 2003. Wil e conprehensive
in other respects, these regulations did not nodify substantively the rules dealing
with controlled services transactions. On Septenber 10, 2003, proposed regul ations
relating to the treatment of controlled services transactions and the allocation of
income fromintangi ble property, in particular with respect to contributions by a
controlled party to the value of intangible property owned by another controlled
party (the 2003 proposed regul ations), were published in the Federal Register (68
FR 53448, REG 146893-02 and REG 115037-00).

On August 4, 2006, tenporary regulations relating to the treatnent of controlled
services transactions, the allocation of incone fromintangi ble property, and stew
ardshi p expenses (the 2006 tenporary regul ati ons) were published in the Federa
Regi ster (71 FR 44466, TD 9278, REG 146893-02, REG 115037-00, and REG 138603-03). A
noti ce of proposed rul emaki ng cross-referencing the temporary regul ati ons was pub-
lished in the Federal Register on the sane day (71 FR 44247, REG 146893-02, REG
115037- 00, and REG 138603-03). Witten comrents responding to the notice of pro-
posed rul emaki ng were received, and a public hearing was held on October 27, 2006.

The 2006 tenporary regulations are generally effective with respect to taxable
years begi nning after December 31, 2006, and Notice 2007-5, 2007-1 C. B. 269, pub-
lished on January 16, 2007, partially nodified the effective date of the 2006 tem
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porary regulations as it pertained to the identification of controlled services
transactions eligible to be priced at cost. Accordingly, the 2006 tenporary regul a-
tions related to the new services cost nethod in § 1.482- 9T(b) (described in Sec-
tion A.1 in this preanble) apply to taxable years after Decenber 31, 2007, with the
exception of the business judgnent rule described in § 1.482-9T(b)(2), which had
the sane effective date (taxable years after Decenber 31, 2006) as the other provi-
sions of the tenporary regul ati ons.

By issuing the 2006 tenporary regulations in tenporary and proposed form the
Treasury Departnent and the I RS provided taxpayers an opportunity to submt addi-
tional comments prior to the tine these regul ations becane effective. See §
601.601(d)(2)(ii)(b). After consideration of all the conments, the proposed regul a-
tions under section 482 are adopted as revised by this Treasury decision, and the
correspondi ng tenporary regul ati ons are renoved.

Expl anati on of Revisions and Summary of Conments
I ntroducti on

The Treasury Departnment and the I RS received a nunber of comments on the 2006 tem
porary regul ations fromtaxpayers, their representatives, as well as industry and
prof essi onal groups. Conmentators generally approved of the 2006 tenporary regul a-
tions and found the changes fromthe 2003 proposed regul ations to be useful. Spe-
cifically, comentators approved of the replacenent of the sinplified cost-based
met hod with the services cost nethod (SCM and the inclusion of the shared services
arrangenent provision in the SCMrules. Commentators also generally approved of
changes made to the profit split nmethod. However, comentators did express concerns
with some aspects of the 2006 tenporary regul ations.

VWi le these final regulations reflect sone nodifications in response to conments
recei ved on the 2006 tenporary regul ations, both the format and the substance of
the final regulations are generally consistent with the 2006 tenporary regul ati ons.
The changes adopted are intended to nmake certain clarifications and inprovenents
wi t hout fundanmentally altering the policies reflected in the 2006 tenporary regul a-
tions.

*38831 Expl anation of Provisions

A. Controlled Services

1. Services Cost Method--Treas. Reg. § 1.482-9(b)
a. Applicability of the Services Cost Method

Most comrents focused on the SCM Several conmentators requested confirmation that
application of the SCMis a matter within the control of the taxpayer, provided
that the underlying services otherw se qualify for the SCM Some commentators
stated that the 2006 tenporary regulations could be interpreted as requiring a tax-
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payer to apply the SCMif all the conditions for that nmethod were satisfied.

Notice 2007-5 confirmed that taxpayers control whether the SCM applies. The fina
regul ati ons nmeke this clear. Section 1.482-9(b)(1) provides that, if a taxpayer ap-
plies the SCMin accordance with the rules of § 1.482-9(b), which requires that a
statement evidencing the taxpayer's intent to apply the SCM be contained in the
t axpayer's books and records, then the SCMwi Il be considered the best nethod for
purposes of § 1.482-1(c).

b. Specified Covered Services

Several comentators contended that the proposed |ist of specified covered ser-
vi ces in Announcenment 2006-50, 2006-2 C.B. 321, is too narrow. One comment at or
listed tax planning and public relations activities as exanples of activities not
on the list that illustrated the narrowness of the list. Some commentators sug-
gested that the list should refer to departnents, cost centers, or accounting clas-
sifications, rather than to specific activities or groups of activities. One com
ment at or suggested that all activities in particular departnents should be identi-
fied as eligible for the SCM Commentators al so stated that a conprehensive anal y-
sis would be required and that it would be too burdensone to track enpl oyee tine
for activities that are specified covered services vs. non-specified covered ser-
vices. See 8§ 601.601(d)(2)(ii)(b). The Treasury Departnment and the IRS also re-
cei ved suggestions to broaden the general adm nistrative provision and add addi -
tional specific activities to the list of specified covered services, including
war ehousi ng and distribution, quality control and quality assurance relating to
manuf acturi ng and construction, and environnental renediation

The SCMis intended to provide a practical and adm ni strable nmeans of identifying
| ow-margi n services that may be evaluated by reference to total services cost wth-
out a markup. The list of services eligible to be priced at cost in the specified
covered services portion of the SCM was added specifically in response to requests
fromcomentators that the former sinplified cost-based nethod be elimnated and
replaced with just such a list of eligible services. In response to public com
ments, the Treasury Departnment and the I RS published Rev. Proc. 2007-13, 2007-1
C.B. 295, which added several categories as well as activities wthin existing
categories. In particular, public relations and tax planning services were added to
the list, and the individual categories of specified covered services were expanded
to include "other simlar activities."

After careful consideration, the Treasury Departnment and the IRS believe that Rev.

Proc. 2007-13 strikes the appropriate bal ance between broadening the list to in-
clude services simlar to the specific services described and expandi ng the catego-
ries of services. The Treasury Departnent and the IRS do not believe that other ad-
ditional services suggested by comentators were appropriate, but will continue to
consi der other recomendati ons for additional services to be added to the list in
the future.

One coment at or expressed concern that a review of services to determine if they
qualify as specified covered services may require a nore extensive analysis than
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under previous regul ations, including interviews of individual enployees or of
smal | groups of enployees. Although the covered services list is not applied on a
departnental basis, a reasonable aggregation of similar services may be appropriate
for performng the specified covered services analysis in sonme cases. To determ ne
if the services cost nethod should apply to a particular service (or group of ser-
vices) performed by a group of enployees, the aggregation principle of Treas. Reg.
§ 1.482-1(f)(2)(i)(A) should be followed as appropriate. In certain cases, aggrega-
tion may assure a nore accurate result, especially if it recognizes synergies that
an individual enployee analysis night ignore. An aggregation of enployee services
may, thus, efficiently evaluate the work of enployees engaged in a conmon function
as well as recognize the added value that their collaborative effort m ght produce.
Conversely, analysis on an aggregate basis does not permt characterization of an

i ndi vidual service as a specified covered service if it, in fact, is not a speci-
fied covered service

c. Low Margin Covered Services

Comment at ors provi ded conments on | ow margi n covered services described in §
1.482-9T(b)(4)(ii) of the 2006 tenporary regul ati ons. One conmentator believed that
the 7 percent limt is too high for the SCM In the comrentator's view, the |imt
shoul d be | ower because the 7 percent figure will cover activities that are risky.
Most of the commentators, however, believed that the 7 percent Iimt is an appro-
priate neasure. The Treasury Departnent and the I RS continue to believe that the 7
percent limt is appropriate in light of its purpose. That is, it mnimzes the
conpl i ance burden on taxpayers and the IRS for relatively |owmargin services.

Several comentators requested nore gui dance on |l ow margin covered services. One
comment at or suggested that the Treasury Departnment and the I RS devel op an anal ysis
to determne if certain services have a markup of 7 percent or |less and publish the
results. For exanple, the IRS could develop a set of conparables for various groups
of low margin services, such as human resources, accounting and finance, informa-
tion services, and training. Sone commentators requested gui dance on when and how
often a transfer pricing study is needed to support a determ nation that services
are low margin covered services. In this regard, sone comentators requested that
the regul ati ons specify a period of years (such as three years) for which a trans-
fer pricing study nay be valid for purposes of determining if a service is a | ow
mar gi n covered service. In support of this request, one commentator stated that the
regul ati ons could provide, for exanple, that the reliance period could apply to
t axpayers whose facts and circunstances have not changed materially fromthe tine
the service was nost recently established as a covered service.

The Treasury Departnment and I RS did not adopt this proposal. Because there may be
significant differences anong services across different businesses, a standardized,
| RS- devel oped conmparabl es set woul d not be feasible and would conflict with the
fact intensive nature of an appropriately robust transfer pricing analysis. For
sim lar reasons, the Treasury Departnent and the IRS did not adopt the proposal to
specify the frequency or timng of transfer pricing anal yses to support taxpayer
positions. To do so would be inconsistent with a proper conparability analysis, in-
cludi ng consideration of the tinme at which *38832 transacti ons were undertaken, as
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wel | as other relevant econonic circunstances.

One ot her comrentator requested that the m dpoint should be used in neasuring a
conpar abl e markup on total services costs for purposes of |low margin covered ser-
vices. While it may be true that, in some cases, the m dpoint could be used depend-
ing on the statistical nethod used, the interquartile range ordinarily provides an
accept abl e neasure of an arm s length range. See § 1.482- 1(e)(2)(iii)(B). There-
fore, the Treasury Department and the IRS believe that the interquartile range of
the conparabl e nedian markup is an appropri ate neasure.

d. Excluded Activities

One coment ator requested that engineering be renoved fromthe |ist of services
that are ineligible for the SCMin 8§ 1.482-9T(b)(3) of the 2006 tenporary regul a-
tions. This comment was not adopted, since, in the view of the Treasury Depart nment
and the IRS, intragroup engi neering services generally should be subject to a ro-
bust transfer pricing analysis.

e. Business Judgnent Rul e

Several comentators expressed concern over how the business judgment rule would
be adm nistered. Some commentators requested that statenents in the preanbl e about
the busi ness judgnent rule in the 2006 tenporary regul ati ons be incorporated in fi-
nal regul ations. OQther commentators suggested that the business judgnent rule
shoul d be applied by reference to one or nore trades or business of the controlled
group rather than of the renderer, recipient, or both. These commentators clai ned
that the business judgnment rule nmay yield incorrect results in some cases, for ex-
anpl e, where a headquarters services conpany or other legal entity is established
solely to provide centralized support services. The activities performed by such an
entity would potentially be ineligible for the SCM under the business judgment rule
because they would constitute the entity's core capability.

The Treasury Departnment and the I RS agree that the business judgnent rule should
be determ ned on a controlled group basis and expressed this view in Notice 2007-5.
The final regulations clarify that the business judgnment rule is determ ned by ref-
erence to a trade or business of the controlled group

Section 3.04 of Notice 2007-5 clarified that the business judgnent rule "is satis-
fied by a reasonabl e exercise of the taxpayer's business judgnment, not a reasonable
exercise of the RS s judgnent in exam ning the taxpayer." The Treasury Depart nent
and the IRS reiterate that the final regulations incorporate a high threshold for
application of the business judgnent rule to exclude services otherw se eligible
for the SCM Section 1.482-9(b)(5) provides that the rule is based on a taxpayer's
reasonabl e conclusion in its business judgnent that the rule is satisfied. It has
come to the attention of the Treasury Department and the IRS that the clarification
in the notice of the business judgnent rule has been m sconstrued as creating a
non-rebuttabl e presunption that a taxpayer's determ nati on under the business judg-
ment rule is always correct. This construction of the clarification was not in-
tended and is not supported by the plain | anguage of the business judgnent rule.
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The busi ness judgnment rule requires a reasonabl e conclusion by the taxpayer. Thus,
the taxpayer's business judgment is only the starting point of the analysis, and
the taxpayer nmust nmke a reasonable conclusion in that regard. Whether the tax-
payer's conclusion is reasonable nmay be subject to exami nation by the IRS in the
course of an audit.

One comment at or suggested that the regul ati ons adopt a "principal activity" test
simlar to the test described in the Organisation for Econoni c Cooperation and De-
vel opnent Transfer Pricing Guidelines for Miultinational Enterprises and Tax Admi ni -
strations (OECD Guidelines) in place of the business judgnent rule. The Treasury
Department and the I RS decline to adopt this suggestion. Another conmentator
poi nted out that the exanples illustrating the business judgnment rule nore accu-
rately descri be a high value service or intangible property, rather than a covered
service. The Treasury Departnment and the I RS agree that sone of the exanples in the
tenporary regul ations could be read as describing transfers of intangible property
rat her than provisions of services involving the intangible property. Sonme exanpl es
have been edited to inprove clarity, including to ensure that they cannot be read
as describing transfers of intangible property.

Comment ators al so rai sed questions concerning how to evidence the necessary busi -
ness judgnent; for exanple, whether an executive's representation nmust be preferred
to the tax director's. The business judgnent rule is applied on a case-by-case ba-
sis and takes into account the taxpayer's facts and circunstances.

One ot her comentator requested that the business judgnment rule take into account
whet her a particular activity, such as that of a corporate tax departnent, contrib-
utes to the operating profit (as defined in 8 1.482-5(d)(3)) of one or nore con-
trolled parties. Notice 2007-5 provi ded several clarifications to the business
judgment rule, including a clarification that the business judgnent rule should
take into account whether a particular activity contributes to the operating profit
of one or nore controlled parties. After further consideration, the Treasury De-
partnment and the I RS decided not to add an operating profit consideration to the
busi ness judgnent rule because the operating profit concept is broader than the in-
tended rul e and because it would inplicitly require taxpayers to do the type of
econonmi ¢ analysis (and create the attendant administrative burden for taxpayers)
that the business judgnent rule is intended to elimnate.

The Treasury Departnment and the I RS continue to believe, however, that the concl u-
sion in Notice 2007-5 is correct--that activities such as back office tax services
shoul d not fail the business judgnent rule because they may affect net incone by
reduci ng donestic or foreign income taxes. Depending on the facts and circum
stances, tax services may or may not satisfy the business judgnent rule.

f. Reorganization of the SCM

Section 1.482-9T(b) of the 2006 tenporary regul ations contains several require-
ments, all of which have to be satisfied in order for the SCMto be applicable. In
ot her words, the requirenments under § 1.482-9T(b) are conjunctive; failure to sat-
isfy one of the requirenments renders a service ineligible for SCM treatnment regard-
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| ess of whether any of the other requirenents is satisfied. The Treasury Depart nment
and the IRS are aware that the rules under 8 1.482-9T(b) have been m sinterpreted
as disjunctive such that satisfaction of only one of the requirenents renders a
service eligible for the SCM This view is unsupported by the plain | anguage of §
1.482-9T(b). To inprove clarity, the requirenents for the SCM are reorgani zed in
the final regulations. Section § 1.482-9(b)(2) lists the conditions necessary for a
service to be eligible for the SCM and provides a cross-reference to the paragraph
in 8§ 1.482-9(b) that corresponds to each condition. In summary, to be eligible for
the SCM a service nust be a covered service, the service cannot be an excluded ac-
tivity, the service cannot be precluded fromconstituting a covered service by rea-
son of the business judgnment rule, and adequate books and records nust be main-
tained with respect to the service. The *38833 reorgani zati on does not substan-
tively change the SCM rul es.

Modi fications have al so been made to the |ist of excluded activities to harnonize
it with Rev. Proc. 2007-13. In particular, instead of referring to "excluded trans-
actions,” the regulations now refer to "excluded activities."

g. Shared Services Arrangements

In general, comentators supported the shared services arrangenment (SSA) provision
in the 2006 tenporary regulations as a useful mechanismfor allocation of costs
fromshared or centralized services. Commentators called into question, however,
the restriction of SSAs to covered services priced under the SCM In response,
Notice 2007-5 provided that a SSA may be used for controlled services transactions
outside of the SCM context. Specifically, Notice 2007-5 states: "This Notice con-
firms that taxpayers may al so nmake allocations of armls |ength charges for services
ineligible for the SCMthat yield a benefit to nmultiple nmenbers of a controlled
group. In such a case, however, the flexible rules under the SCM for establishing
the joint benefits and selecting the allocation key are inapplicable. Instead, the
nor e robust anal ysis under the general transfer pricing rules applies for purposes
of determining the appropriate armis |length charges, benefits, allocation keys,
etc." The Treasury Departnent and the I RS considered providing additional SSA rules
to services priced under nmethods other than the SCM but concluded that such rul es
woul d be unnecessary. In any event, as stated in Notice 2007-5, the flexible SSA
rules for establishing the joint benefits and selecting the allocation key are in-
applicable in the non-SCM cont ext.

O her commentators requested that a SSA shoul d be respected even if a party that
reasonably anticipates a benefit nakes a paynent equivalent to its share under an
SSA to the service provider pursuant to a different arrangenent. For exanple, as-
sume that a controlled service provider performs services to ten taxpayers that are
menbers of its controlled group. Assunme further that nine of the service recipients
agree in a single witten contract to allocate the arnls I ength charge based on a
reasonabl e al |l ocation basis, but the tenth service recipient pays for its share of
the services pursuant to a separate agreenent. These comments were not adopted be-
cause whet her an agreenent constitutes a SSA requires a case-by-case determ nation
based on the facts and circunmstances.
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Some conment ators observed that the SSA rules require the allocation of costs on
the basis that "nost reliably reflects"” the participants' respective shares of rea-
sonably anticipated benefits, but some of the exanples use the phrase "precisely
known." This |led the comrentators to question whether the SSA rul es create an unat-
tai nabl e standard or, at |least, a higher standard than the reasonable standard for
al l ocation of costs described in Treas. Reg. § 1.482-9T(k) and to suggest a change
to the exanples. The exanples do not create a standard based on precisely known
shares of reasonably anticipated benefits. Rather, the exanples use hypothetical
preci sely known reasonably anticipated benefits as a neasuring stick to provide an
easily understood conparative analysis of potential allocation keys for illustra-
tive purposes. The suggested changes are not adopted.

2. Conparable Uncontrolled Services Price Method--Treas. Reg. 8 1.482-9(c)

The conparabl e uncontroll ed services price (CUSP) nmethod eval uates whet her the
consideration in a controlled services transaction is arm s |length by conparison to
the price charged in a conparable uncontrolled services transaction. This nethod is
cl osely anal ogous to the conparable uncontrolled price (CUP) nethod in § 1.482-
3(b).

One coment ator objected to the statenment in the second sentence of § 1.482-

9T(c) (1) of the 2006 temporary regul ations that, to be eval uated under the CUSP

met hod, a controlled service ordinarily nust be "identical to or have a high degree
of simlarity" to the uncontrolled conparable transactions. The comrentator cl ai ned
that such | anguage creates a higher standard for determ ning the best nethod than
in the rest of the section 482 regulations. For exanple, both § 1.482-1(c)(1) and §
1.482-9T(c)(2) (i) refer to the "nost reliable nmeasure of an arm s length result”
standard. The sentence in question was intended nerely as a guide to when the CUSP
met hod is applicable. It was not intended to change the standard under the best
method rule. To avoid further confusion, the sentence is renoved, but w thout ef-
fecting a substantive change.

The CUSP nethod in these final regulations is substantially sinmilar to the corre-
spondi ng method in the 2006 tenporary regul ations.

3. Cost of Services Plus Method--Treas. Reg. 8§ 1.482-9(e)

The cost of services plus nmethod is generally anal ogous to the cost plus nethod
for transfers of tangible property in existing § 1.482-3(d). The cost of services
pl us nethod eval uates whet her the ampunt charged in a controlled services transac-
tion is arms length by reference to the gross services profit markup realized in
conpar abl e uncontroll ed transactions. Section 1.482- 9T(e)(3)(ii)(A) provides that,
if the appropriate gross services profit markup is derived from conparabl e uncon-
trolled services transactions of other service providers, then, in evaluating com
parability, the controlled taxpayer nust consider the results under this method ex-
pressed as a markup on total services costs of the controlled taxpayer because
functional differences may be reflected in differences in service costs other than
those included in conparabl e transactional costs.
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One coment ator objected to the required consideration of the results of the cost
of services plus nmethod expressed as a markup on total services costs of the con-
troll ed taxpayer when external conparables are utilized. In the comentator's view,
this rule requires a confirm ng analysis under a conparable profits nethod (CPM
and, therefore, places an undue burden on the taxpayer. The same commentator al so
expressed the concern that the rule would create an even greater burden by requir-
ing two sets of external conparables for application of the two nethods.

These coments are not adopted for several reasons. First, the restatenent of the
price does not require researching two sets of external conparables under two dif-
ferent methods. The sol e purpose of the calculation is to determ ne whether it is
necessary to perform additional evaluation of functional conparability under the
cost of services plus nethod. That is, if the price indicates a markup on the ren-
derer's total services cost that is either |ow or negative when restated, this may
indicate differences in functions that have not been accounted for under the tradi-
tional conparability factors under the cost of services plus nethod. Thus, a |ow or
negative markup nerely suggests the need for additional inquiry, which my lead to
a determnation that the cost of services plus nethod is not the nost reliable
measure of an arm s length result under the best method rule.

The cost of services plus nethod is adopted in the final regulations without
change.

4. Profit Split Method--Treas. Reg. 88 1.482-9(g) and 1.482-6(c)(3)(i)(B

The final regul ations provide additional guidance concerning application of the
conparabl e profit *38834 split and the residual profit split nmethods to controlled
services transactions in 8 1.482-9(g) and § 1.482- 6(c)(3)(i)(B). Generally, the
conparable profit split and the residual profit split nmethods eval uate whet her the
al l ocation of the conbined operating profit or loss attributable to one or nore
controlled transactions is arms length by reference to the relative value of each
controll ed taxpayer's contributions to the conbined operating profit or |oss.

The Treasury Departnent and the I RS received several comments on the profit split
nmet hod. One commentator requested that 8§ 1.482-8T(b), Exanple 12 of the 2006 tenpo-
rary regul ati ons explain why the profit split nmethod is preferable to using the fi-
nanci al results of a set of publicly-traded conpani es engaged in selling merchan-
dise and rel ated pronoti on and marketing activities. Exanple 12 is revised in the
final regulations to address this coment.

Anot her conment ator argued that the profit split method should not apply to a
party that does not own val uabl e intangi ble property or does not use any such prop-
erty in the related party transacti on being eval uated. The comentator noted that
ot her parts of the regul ations, such as the CPM CUSP net hod, and costs of services
pl us nethod reference valuable intangi ble property in the exanples. The sane com
ment ator asserted that the profit split nethod should be limted to parties that
bear substantial risk in their interconpany transactions. The Treasury Departnent
and the IRS believe that limting application of the profit split nmethod to contri-
buti ons of valuable intangible property or the bearing of risks would be inappro-
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priate. The changes in the 2006 tenporary regulations to routine and non-routine
contributions is an appropriate standard and conforned to the changes to § 1.482-
6T(c)(3)(i)(B)(1), which defines a nonroutine contribution as "a contribution that
is not accounted for as a routine contribution.” In other words, a nonroutine con-
tribution is one for which the return cannot be determ ned by reference to market
benchmar ks.

The 2006 tenporary regul ations provide that the residual profit split method ordi-
narily is used where nultiple controlled taxpayers make significant nonroutine con-
tributions. A conmentator requested that this provision be renoved because it sug-
gests that the nethod al ways applies where there are no market benchmarks. The pro-
vision regarding the residual profit split method that the comrentator requested be
renoved has been changed to conformto |anguage in the cost sharing regul ations.
Accordingly, 8 1.482-9(g)(1) provides that the residual profit split nethod may not
be used where only one controlled taxpayer makes significant nonroutine contribu-
tions. The commentator also claimed that the residual profit split method contains
an i nconsi stency because, although the nethod applies when there are no market
benchmar ks, the nethod includes a market benchmark anal ysis for conparability pur-
poses. Conpare 88 1.482-9(g)(1) and 1.482-6(c)(3)(i)(B)(2). The Treasury Depart nent
and the IRS do not consider that there is an inconsistency. The nethod contenpl ates
the use of market benchmarks, if available, to determine the profit split that wll
be applied to the return to nonroutine contributions already determ ned under the
nmet hod. The same commentator requested that the sentence in 8 1.482-6T(c)(2)(ii)(B)
of the 2006 tenporary regulations relating to the conparable profit split nethod
that states that "the conmparable profit split method may not be used if the com
bi ned operating profit (as a percentage of the conbined assets) of the uncontrolled
conpar abl es varies significantly fromthat earned by the controlled taxpayers"
shoul d be del eted. These comments are not adopted, since the stated condition is
fundamental to conparability under the nethod.

5. Contingent Payments--Treas. Reg. 8§ 1.482-9(i)

The 2006 tenporary regul ati ons provi de detail ed gui dance concerni ng contingent -
payment contractual terns. The rules built on the principle that, in structuring
controll ed transactions, taxpayers are free to choose from anobng a w de range of
risk allocations. The provision acknow edged that contingent-paynent terns--terns
requiring conpensation to be paid only if specified results are obtained--my be
particularly relevant in the context of controlled services transactions.

Comment ators rai sed several concerns about the substance and scope of this provi-
sion. One commentator said that the regul ati ons do not address whether a taxpayer
may, in the absence of a witten agreenent, present facts to denobnstrate that a
conti ngent payment arrangenent best reflects the econom ¢ substance of the underly-
ing transactions. The Treasury Departnment and the IRS do not agree that an arrange-
ment may be treated as a contingent paynent arrangenment under 8 1.482-9(i)(2) if
the arrangenent does not satisfy the requirenents of the contingent paynent ar-
rangenent provision, including the witten contract requirenent. However, where the
Conmi ssi oner exercises its authority pursuant to 8 1.482-1(d)(3)(ii)(B) to inpute
contractual terms, the taxpayer nmay present additional facts to indicate if an al-
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ternati ve agreenment best reflects the econonic substance of the underlying transac-
tion, consistent with the parties' course of conduct in a particular case. See §
1.482-1(d)(3)(ii)(C), Exanples 4 and 6.

The sanme commentator al so pointed out that the requirenent to eval uate whether a
speci fied contingency bears a direct relationship to the controlled services trans-
action based on all of the facts and circunmstances shoul d be conbined with the
speci fied contingency requirenent. The Treasury Departnment and the I RS agree that
the | anguage in § 1.482-9(i)(2) should be clarified. Accordingly, the regul ations
renove the |ast sentence in § 1.482- 9T(i)(2)(i)(C of the 2006 tenporary regul a-
tions relating to a specified contingency and conmbine it with the requirenent under
§ 1.482- 9T(i)(2)(i)(B). Thus, 8§ 1.482-9(i)(2)(i)(B) now requires that the contract
state that paynent for a controlled services transaction is contingent (in whole or
in part) upon the happening of a future benefit (within the neaning of § 1.482-
9(1)(3)) for the recipient directly related to the activity or group of activities.
For this purpose, whether the future benefit is directly related to the activity or
group of activities is evaluated based on all the facts and circunstances.

6. Total Services Costs--Treas. Reg. § 1.482-9(j)

In the 2006 tenporary regul ations, total services costs include all costs directly
identified with provision of the controlled services, as well as all other costs
reasonably allocable to such services under 8 1.482-9(k). "Costs" nust reflect al
resources expended, used, or made available to render the service. Generally ac-
cepted accounting principles (GAAP) or Federal inconme tax accounting rules nmay pro-
vide an appropriate starting point, but neither would necessarily be conclusive in
eval uati ng whether an item nust be included in total services costs.

Anot her conment ator requested that val ue added costs (that is, |abor costs and de-
preci ation) should be distinguished fromtotal services costs. The comment at or
stated that a markup on val ue added costs may be nore reliable than a markup on to-
tal costs in certain instances and that this could be a useful neasure for any of
the transfer pricing nmethods, including the cost of services plus nethod. The regu-
| ati ons already provide flexibility in the context of the cost of services plus
nmet hod, *38835 which is determ ned by reference to conparable transacti onal costs,
the conparable profits nmethod, and unspecified nethods. Consequently, the coment
is not adopted. The definition of total services costs in these regulations is,
thus, simlar to the provisions in the 2006 tenporary regul ati ons.

Section 1.482-9T(j) of the 2006 tenporary regulations explicitly states that total
services costs include stock-based conpensation, and Exanples 3 through 6 of §
1.482-9T(f)(3) illustrate when stock-based conpensati on constitutes a material dif-
ference requiring adjustnments for conparability and reliability purposes. Commenta-
tors requested further guidance regarding the valuation, conparability, and reli-
ability considerations for stock-based conpensati on. OQther conmentators objected to
the explicit statenent that stock-based conpensation can be a total services cost.
These final regulations do not provide further gui dance regardi ng stock-based com
pensation. The Treasury Departnent and the I RS continue to consider technical is-
sues invol ving stock-based conpensation in the services and other contexts and in-
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tend to address those issues in a subsequent gui dance project.

7. Controlled Services Transactions and Sharehol der Activities--Treas. Reg. §
1.482-9(1)

Section 1.482-9(1) sets forth a threshold test for determ ning whether an activity
constitutes a controlled services transaction subject to the general franework of §
1.482-9. Section 1.482-9(1)(3) provides rules for deternining whether an activity
provides a benefit. Paragraphs (1)(3)(ii) through (v) provide guidelines that indi-
cate the presence or absence of a benefit. Section 1.482-9T(1)(3)(iv) of the 2006
tenporary regul ations provides that an activity is a shareholder activity if the
sole effect of that activity is either to protect the renderer's capital investnent
in the recipient or in other menbers of the controlled group, or to facilitate com
pliance by the renderer with reporting, legal, or regulatory requirenents applica-
ble specifically to the renderer, or both.

The Treasury Departnent and the I RS received conments on sharehol der activities.
Sone conmentators asserted that the "sole effect"” |anguage is too restrictive and
that the | anguage should be replaced by a "primary effect" standard. O her conmen-
tators argued that the | anguage appropriately enconpasses sharehol der activities.
Anot her conment at or requested a change to the regul ati ons such that a sharehol der
activity should be considered to have a sole effect only if the benefits provided
to the other controlled group menmbers are either (i) indirect or renote or (ii) du-
plicative

The Treasury Departnment and the I RS believe that the "sole effect” |anguage is ap-
propriate. The "primary effect” |anguage in the 2003 proposed regul ations could in-
appropriately include activities that are not true sharehol der activities and may
even consi st of substantial activities that are non-sharehol der activities. An ac-
tivity that is described in § 1.482-9(1)(3)(ii) through (iv) does not produce a
benefit, but the nere fact that an activity is not described in § 1.482-9(1)(3)(ii)
through (iv) does not nean that the activity necessarily provides a benefit. An ac-
tivity not described in 8 1.482-9(1)(3)(ii) through (iv) provides a benefit only if
it satisfies the incremental value standard of § 1.482-9(1)(3)(i). Furthernore, for
t hat purpose, it may be nore reliable, depending on the facts and circunstances, to
measure i ncrenental value on a functional aggregate activity, rather than a conpo-
nent activity-by-activity basis.

8. Third Party Costs--Treas. Reg. 8§ 1.482-9(1)(4)

Under § 1.482-9T(1)(4) of the 2006 tenporary regul ations, a controlled services
transaction may be analyzed as a single transaction or as two separate transactions
dependi ng on whi ch approach provides the nost reliable neasure of the armis |ength
result under the best nmethod rule in existing § 1.482-1(c). Two exanpl es are pro-
vided illustrating different alternatives when a controlled services transaction
i ncl uded expenses related to a third-party contract (third party costs) with a con-
trolled taxpayer. In both exanples, third party costs that could be reliably disag-
gregated could be charged at cost. Comrentators requested that all third party
costs be treated as "pass through" itenms that are not subject to a markup applica-
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ble to costs incurred by the renderer in its capacity as service provider

The Treasury Departnment and the IRS continue to maintain the view that whether to
consi der "pass through" itens as disaggregated from or aggregated with, other
functions and costs, depends on which analysis nost reliably reflects an arml's
length result. Therefore, the rules of § 1.482-9(1)(4) are adopted without change.

9. Coordination Wth Oher Transfer Pricing Rules--Treas. Reg. § 1.482-9(m and
Guar ant ees

Section 1.482-9(m provides coordination rules applicable to a controlled services
transaction that is conbined with, or includes elenents of, a non-services transac-
tion. These coordination rules rely on the best nethod rule in existing § 1.482-
1(c) (1) to determ ne which nmethod or methods would provide the nost reliable nmeas-
ure of an arms length result for a particular controlled transaction

a. Services Subject to a Qualified Cost Sharing Arrangenent--Treas. Reg. § 1.482-
9(m (3)

Section 1.482-9T(m (3) of the 2006 tenporary regul ations states that services pro-
vided by a controlled participant under a qualified cost sharing arrangement are
subj ect to existing 8 1.482-7. As part of the tenporary cost sharing regul ations
(TD 9441, 2009-7 |I.R B. 460, 74 FR 340) published on January 5, 2009, the Treasury
Department and the I RS replaced the coordination rules with new § 1.482-9T(nm) (3).
Section 1.482-9(m(3) is reserved pending finalization of the cost sharing regul a-
tions.

b. d obal Dealing Operations

The Treasury Departnment and the I RS are working on new gl obal dealing regul ations.
The intent of the Treasury Departnent and the IRS is that, when final global deal-
ing regulations are issued, those regulations will govern the evaluation of the ac-
tivities perfornmed by a global dealing operation. Pending the issuance of new
gl obal dealing regul ations, taxpayers may rely on the proposed gl obal dealing regu-
| ations to govern financial transactions entered into in connection with a gl oba
deal i ng operation as defined in proposed 8§ 1.482-8. Thus, the cross-reference under
proposed 8 1.482-9(m(6) (71 FR 44247), which provides that a controlled services
transaction does not include a financial transaction entered into in connection
with a gl obal dealing operation as defined in proposed 8 1.482-8, remains in pro-
posed form Section 1.482-9(m(6) in these final regulations is reserved pending
i ssuance of gl obal dealing regulations.

c. CGuarantees, Including Financial Guarantees

Fi nanci al transactions, including guarantees, are explicitly excluded fromeligi-
bility for the SCM by § 1.482-9(b)(4)(viii). However, no inference is intended that
financial transactions (including guarantees) woul d otherw se be considered the
provi si on of services *38836 for transfer pricing purposes. The Treasury Depart nent
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and the IRS intend to issue future guidance regarding financial guarantees.

B. Incone Attributable to Intangible Property--Treas. Reg. 8§ 1.482-4(f)(3) and (4)

Par agraphs (3) and (4) of § 1.482-4(f) provide rules for determ ning the owner of
i ntangi bl e property for purposes of section 482 and al so provide rules for deter-
mning the arms |length conpensation in situations where a controlled party other
than the owner mekes contributions to the value of intangible property. Section
1.482-4(f)(3)(i)(A) provides that the | egal owner of intangible property pursuant
to the intellectual property |law of the relevant jurisdiction, or the hol der of
rights constituting intangible property pursuant to contractual terms (such as the
ternms of a |license) or other |egal provision, will be considered the sole owner of
i ntangi bl e property for purposes of this section unless such ownership is inconsis-
tent with the econom c substance of the underlying transactions. Some conmentators
believe that the rules should specify that a holder of bare legal title to intangi-
bl e property should not be presuned to be the owner when other parties have all of
the other benefits and burdens of ownership. After considering the public coments,
the Treasury Departnent and the IRS continue to believe that the | egal ownership
standard as set forth in § 1.482-4(f)(3)(i)(A) is the appropriate framework for de-
term ning ownership of intangible property under section 482.

The provisions of § 1.482-4(f)(3) and (4) are adopted w thout change.

C. Econoni ¢ Substance

A nunber of commentators expressed sinilar and sonetines interrelated concerns re-
gardi ng econoni ¢ substance considerations, inputation of contractual terns, the re-
alistic alternatives principle, and the rules for inconme attributable to intangible
property. The comon thread running through these comments is a concern that the
IRS wi Il inappropriately treat taxpayers as having engaged in transactions differ-
ent fromthose in which they actually engaged.

Section 1.482-4(f)(3)(i)(A) provides that, if no owner of intangible property is
identified under the intellectual property law of the relevant jurisdiction, or
pursuant to contractual terms (including ternms inputed pursuant to § 1.482-
1(d)(3)(ii)(B)) or other legal provision, then the controlled taxpayer that has
control of intangible property, based on all the facts and circunstances, will be
consi dered the sole owner of intangible property for purposes of this section. One
comment ator believes that the control rule for determ ning ownership of non-legally
protected intangibles allows the IRS to attribute ownership of intangible property
in a manner that is inconsistent with econom ¢ substance. Accordingly, the coment
suggests that such control determ nations nust be consistent with econom c sub-
stance in all cases. In the context of the control rule in § 1.482-4(f)(3)(i)(A),
this is already reflected in the |anguage "including terns inputed pursuant to §
1.482-1(d)(3)(ii)(B)."

Section 1.482-9T(h) of the 2006 tenporary regul ations provides that, consistent
with the specified nmethods, an unspecified nmethod should take into account the gen-
eral principle that uncontrolled taxpayers conpare the terns of a particular trans-
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action to the realistic alternatives to that transaction, including economnically
simlar transactions structured as other than services transactions, and only enter
into a transaction if none of the alternatives is preferable to it. The realistic
alternatives concept was inported from§ 1.482-1(f)(2)(ii) to be consistent with
the general aimto coordinate the anal yses under the various sections of the regu-

| ati ons under section 482. This provision allows flexibility to consider non-
services alternatives to a services transaction, for exanple, a transfer or |license
of intangible property, if such an approach provides the nost reliable nmeasure of
an armis length result.

Comment ators suggested that the realistic alternative principle be clarified so
that only transactions actually engaged in by the controlled taxpayer can consti -
tute realistic alternatives or that the principle be removed al together on the
grounds that it inappropriately treats taxpayers as engaging in transactions other
than those they chose. The Treasury Departnment and the IRS do not agree with the
assertion that consideration of realistic alternatives inproperly disregards a tax-
payer's chosen arrangenent and that the realistic alternative principle is limted
to internal conparables. It is a longstanding principle under § 1.482-
1(f)(2)(ii)(A) and in the valuation field, generally, that, although the Comm s-
sioner will evaluate the results of a transaction as actually structured by the
t axpayer unless it |acks econom ¢ substance, the Conmm ssioner nay consider alterna-
tives available in determning the arms | ength valuation of the controlled trans-
action. The realistic alternatives principle does not recast the transaction
Rat her, it assunes that taxpayers are rational and will not choose to price an ar-
rangenent in a manner that makes them worse off economically than another avail able
alternative. Thus, if the price associated with a realistic alternative appears
preferable in conparison with the price associated with the chosen arrangenent, the
logical inplication is that the actual arrangenent has been priced incorrectly
through a flawed application of the best nethod rule. This is further reflected in
the exanmple in 8§ 1.482-9T(h), which illustrates when realistic alternatives nmay be
considered to evaluate the arm s |l ength consideration, and explicitly states that
the best nethod rule of § 1.482-1(c) governs the analysis.

The unspecified nethod provisions in these final regul ations are adopted wi thout
change.

Section 1.482-9(i)(3) provides that, consistent with the authority in § 1.482-
1(d) (3)(ii)(B), the Comni ssioner may inpute contingent-paynment contractual terns in
a controlled services transaction if the econom c substance of the transaction is
consistent with the existence of such terns. Wen the 2003 proposed regul ati ons
were issued, comentators expressed concerns with the rule for inputing contingent
paynment ternms to the extent that it permits the IRS to recast arrangenments if there
is a disagreenent about the pricing of a service. The tenporary regulations re-
sponded to this concern by providing a new Exanple 5 in 8§ 1.482-1T(d)(3)(ii)(C) to
illustrate that if a taxpayer's pricing is outside of the arnmis |length range, that
fact al one would not support inputation of additional contractual terns based on
econoni ¢ substance grounds. Conmentators responded, however, that the | ast sentence
of Exanple 5 perpetuated the same problemof allowing the RS to recast arrange-
ments if there were pricing disputes between a taxpayer and the |IRS.
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The Treasury Departnment and the I RS agree that the | ast sentence of Exanple 5 in §
1.482-1T(d)(3)(ii)(C) did not clearly convey its intended neaning, which is that a
transfer pricing nmethod and the price derived fromthe application of that method
do not informthe terms of the transaction or the risks borne by the entities.

Rat her, the selection and application of a transfer pricing nethod should be based
on a conparability analysis of the transaction, which nust consider the risks borne
by each entity in the transaction. Thus, the |ast sentence in 8§ 1.482-

1IT(d)(3) (ii)(C) Exanple 5, *38837 paragraph (iv), was intended to explain that the
IRS is not required to accept the transfer pricing nethod and form of paynent terns
of a transaction as represented by a taxpayer if they are inconsistent with the
conduct of the entities and the econom c substance of the transaction. Because this
sentence caused confusion, it has been renpved. However, the Treasury Departnment
and the IRS affirmthat the IRS nay inpute contingent-paynent terns where the eco-
nom ¢ substance of the transaction is consistent with the existence of such termns.

D. Stewardshi p Expenses--8 1.861-8

The regul ations under 8§ 1.861-8(e)(4) conformto, and are consistent with, the

| anguage relating to controll ed services transactions as set forth in 8§ 1.482-9(1).
The regul ati ons under § 1.861-8(e)(4) are applicable for taxable years begi nning
after Decenber 31, 2006.

E. Effective/Applicability Date--8 1.482-9(n)

These regul ati ons are applicable for taxable years beginning after July 31, 2009.
Controll ed taxpayers nmay elect to apply retroactively all of the provisions of
these regul ations to any taxable year beginning after Septenber 10, 2003. Such
election will be effective for the year of the election and all subsequent taxable
years.

Speci al Anal yses

It has been determ ned that this Treasury decision is not a significant regul atory
action as defined in Executive Order 12866. Therefore, a regul atory assessnent is
not required. It also has been deternined that section 553(b) of the Administrative
Procedure Act (5 U S.C. chapter 5) does not apply to this regulation. It is hereby
certified that the collections of information in this regulation will not have a
signi ficant econom c inpact on a substantial nunber of small entities. This certi-
fication is based on the fact that the collections of information are related to
el ective provisions for determ ning taxable inconme that sinplify and reduce conpli -
ance burdens in connection with controlled services transactions. When collection
of information is required, it is expected to take taxpayers approxi mtely 2 hours

to conmply, and the adm nistrative and econonic costs will be nominal in comparison
with the resulting sinplification and reduction of conpliance burdens. Thus, the
econom ¢ inpact of the collections of information will not be significant. Sim -

larly, while sone small entities may be subject to the collections of information
if they elect one of the provisions, the collections of infornmation are not ex-
pected to affect a substantial nunber of small entities. Accordingly, a regulatory
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flexibility analysis under the Regulatory Flexibility Act (5 U S.C. chapter 6) is
not required. Pursuant to section 7805(f) of the Internal Revenue Code, the notice
of proposed rul emaki ng precedi ng these regul ati ons was submitted to the Small Busi-
ness Adm nistration for coment on its inpact on small business.

Drafting Information

The principal authors of these regulations are Carol B. Tan and Gregory A. Spring
O fice of Associate Chief Counsel (International) for matters relating to section
482, and Richard L. Chewning, Ofice of Associate Chief Counsel (International) for
matters relating to stewardship expenses.

Li st of Subjects
26 CFR Part 1
I ncone taxes, Reporting and recordkeepi ng requirenents.

26 CFR Part 31

Enpl oynent taxes, Incone taxes, Penalties, Pensions, Railroad retirenment, Report-
i ng and recordkeepi ng requirements, Social Security and Unenpl oynment conpensation

26 CFR Part 602

Reporting and recordkeepi ng requirenents.
Adoption of Amendnents to the Regul ations

Accordingly, 26 CFR parts 1, 31, and 602 are anended as foll ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anmended by adding an entry in
nunmerical order to read in part as follows:

Aut hority: 26 U.S.C. 7805 * * *,

Section 1.482-9 also issued under 26 U.S.C. 482. * * *

26 CFR § 1.482-0

Par. 2. Section 1.482-0 is anended as foll ows:

1. The introductory text is revised.
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2. The entries for § 1.482-1(a)(1), (d)(3)(ii)(Q), (d)(3)(v), (£)(2)(ii)(A),
(f)(2)(iii)(B), (g)(4)(iii), (i) and (j) are revised.

3. The entries for § 1.482-2(b), (e) and (f) are revised.

4. The entries for 8 1.482-4(f)(3), (f)(4), (g), and (h) are revised.

5. The entry for § 1.482-4(f)(7) is renpved.

6. The entries for § 1.482-6(c)(2)(ii)(B)(1), (c)(2)(ii)(D, (c)(3)(i)(A,
(c)(3)(i)(B), (c)(3)(ii)(D), and (d) are revised

7. The entry for § 1.482-8(c) is added.
8. The entries for § 1.482-9 are revised.
The addition and revisions read as foll ows:

26 CFR § 1.482-0

§ 1.482-0 Qutline of regulations under section 482.

Thi s section contains major captions for 8§ 1.482-1 through 1.482-9.
8§ 1.482-1 Allocation of incone and deducti ons anpng taxpayers.

(a) * * *

(1) Purpose and scope.

* x * % %

(d) * * *
(3) * * *
(i) * * *
(C) Exanpl es.

* *x * % %

(v) Property or services.

* k kx k* %

(f) * x %

(2) * k%
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(ii)***
(A) In general

* *x * * %

(iii) * * *
(A) * * *

(B) Circunstances warranting consideration of multiple year data.

* k kx k* %

(g) * * *
(4) * * *
(iii) Exanples.

* *x * * %

(i) Definitions.
(j) Effectivel/applicability date.

8§ 1.482-2 Determ nation of taxable inconme in specific situations.

* *x * % %

(b) Rendering of services.

* k kx k* %

(e) [Reserved]. For further guidance, see § 1.482-0T, the entry for 8§ 1.482-
2T(e).
(f) Effective/applicability date.

* x * * %

§ 1.482-4 Methods to determ ne taxable income in connection with a transfer of in-
tangi bl e property.

* *x * % %

(f)***
(3) Ownership of intangible property.

(i) Identification of owner.
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(A) In general

(B) [Reserved]. For further guidance, see § 1.482-0T, the entry for § 1.482-
4T(f)(3) (i) (B).

(ii) Exanples.

(4) Contribution to the value of intangible property owned by another
(i) I'n general

*38838 (ii) Exanples.

* x * % %

(g) [Reserved]. For further guidance, see § 1.482-0T, the entry for § 1.482-
4T(9) .

(h) Effective/applicability date

* *x * * %

8§ 1.482-6 Profit split method.

* *x * % %

N
(2 e
iy e
——

(1) In general

* *x * % %

(D) Oher factors affecting reliability.

* *x * % %

(3) * k%
(|) * x %
(A) Allocate incone to routine contributions.

(B) Allocate residual profit.
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(1) Nonroutine contributions generally.

(2) Nonroutine contributions of intangible property.
(ii) * *» =

(D) Oher factors affecting reliability.

* *x * % %

(d) Effective/applicability date

8§ 1.482-8 Exanples of the best method rule.

* x * % %

(c) Effective/applicability date.

§ 1.482-9 Methods to determ ne taxable income in connection with a controll ed ser-
vi ces transaction.

(a) In general

(b) Services cost nethod.

(1) I'n general

(2) Eligibility for the services cost nethod.
(3) Covered services.

(i) Specified covered services.

(ii) Low margin covered services.

(4) Excluded activities.

(5) Not services that contribute significantly to fundanmental risks of business
success or failure.

(6) Adequate books and records.
(7) Shared services arrangenent.
(i) I'n general

(ii) Requirenments for shared services arrangenent.
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(A) Eligibility.

(B) Allocation.

(C) Docunentation.

(iii) Definitions and special rules.

(A) Participant.

(B) Aggregation.

(C) Coordination with cost sharing arrangenents.
(8) Exanpl es.

(c) Conparable uncontrolled services price nethod.
(1) In general.

(2) Conparability and reliability considerations.
(i) I'n general.

(ii) Conparability.

(A) In general.

(B) Adjustnments for differences between controlled and uncontrolled transactions.
(iii) Data and assunptions.

(3) Armis length range.

(4) Exanpl es.

(5) Indirect evidence of the price of a conparable uncontrolled services transac-
tion.

(i) I'n general.
(ii) Exanple.

(d) Gross services margi n net hod.
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(1) In general.

(2) Determination of armis length price.
(i) I'n general.

(ii) Relevant uncontrolled transaction.
(iii) Applicable uncontrolled price.
(iv) Appropriate gross services profit.
(v) Armis length range.

(3) Conparability and reliability considerations.
(i) I'n general.

(ii) Conparability.

(A) Functional comparability.

(B) Other conparability factors.

(C) Adjustnments for differences between controlled and uncontroll ed transactions.
(D) Buy-sell distributor.

(iii) Data and assunptions.

(A) In general.

(B) Consistency in accounting.

(4) Exanpl es.

(e) Cost of services plus nethod.

(1) In general.

(2) Deternmination of armis length price.

(i) I'n general.
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(ii) Appropriate gross services profit.

(iii) Conparable transactional costs.

(iv) Armis I ength range.

(3) Conparability and reliability considerations.
(i) I'n general.

(ii) Conparability.

(A) Functional comparability.

(B) Other conparability factors.

(C) Adjustrments for differences between the controlled and uncontrolled transac-
tions.

(iii) Data and assunptions.

(A) In general.

(B) Consistency in accounting.

(4) Exanpl es.

(f) Conparable profits method.

(1) In general.

(2) Determ nation of arms length result.
(i) Tested party.

(ii) Profit level indicators.

(iii) Conparability and reliability considerations--Data and assunptions-- Consis-
tency

i n accounting.
(3) Exanpl es.

(g) Profit split nethod.
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(1)
(2)
(h)
(i)
(1)
(2)
(i)
(A)
(B)
(O

I n general

Exanpl es.

Unspeci fi ed net hods.

Conti ngent - paynent contractual terns for services.

Cont i ngent - paynent contractual terms recogni zed in general
Cont i ngent - paynment arrangenent.

General requirenents.

Witten contract.

Speci fied contingency.

Basis for paynent.

(ii) Econonmic substance and conduct.

(3)
(4)
(5)
(i)
(k)
(1)
(2)
(i)

Conmi ssioner's authority to inpute contingent-paynent terns.
Eval uation of arm s |ength charge.

Exanpl es.

Total services costs.

Al l ocation of costs.

I n general

Appropriate nmethod of allocation and apportionnent.

Reasonabl e net hod st andard.

(ii) Use of general practices.

(3)
()
(1)

Exanpl es.
Controll ed services transaction

I n general
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(2) Activity.

(3) Benefit.

(i) I'n general

(ii) Indirect or renmote benefit.

(iii) Duplicative activities.

(iv) Sharehol der activities.

(v) Passive association.

(4) Disaggregation of transactions.

(5) Exanpl es.

(m Coordination with transfer pricing rules for other transactions.
(1) Services transactions that include other types of transactions.
(2) Services transactions that effect a transfer of intangible property.

(3) [Reserved]. For further guidance, see § 1.482-0T, the entry for § 1.482-
9T(m (3)

(4) Oher types of transactions that include controlled services transactions.
(5) Exanpl es.

(n) Effective/applicability date

(1) In general

(2) Election to apply regulations to earlier taxable years.

26 CFR § 1.482-0T

Par. 3. Section 1.482-0T is anended as foll ows:

1. Revise the section heading and introductory text.

2. Revise the section headings for 88 1.482-1T, 1.482-4T and 1.482.9T and the en-
tries for 88 1.482-1T, 1.482-2T, 1.482-4T and 1.482.9T.
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3. Renopve the entries for § 1.482-6T.
The revisions read as foll ows:

26 CFR § 1.482-0T

§ 1.482-0T OQutline of regul ations under section 482 (tenporary).

This section contains nmajor captions for 8§ 1.482-1T, 1.482-2T, 1.482-4T, 1.482-
7T, 1.482-8T, and 1.482-9T.

8§ 1.482-1T Allocation of income and deductions anpng taxpayers (tenporary).

(a) through (b)(2) [Reserved]. For further guidance, see § 1.482-0, the entries
for § 1.482-1(a) through (b)(2).

(i) Methods.

(ii) [Reserved]. For further guidance, see § 1.482-0, the entry for § 1.482-
1(b)(2) ().

(iii) Coordination of nethods applicable to certain intangible devel opnent ar-
rangenents.

(c) through (i) [Reserved]. For further guidance, see § 1.482-0, the entries for §
1.482-1(c) through (i).

(j) Effective/applicability date.
(k) Expiration date
8§ 1.482-2T Determination of taxable incone in specific situations (tenporary).

(a) through (d) [Reserved]. For further guidance, see § 1.482-0, the entries for §
1.482-2(a) through (d).

(e) Cost sharing arrangenent.

(f) Effectivel/applicability date.

(1) I'n general

(2) Election to apply regulation to earlier taxable years.

(3) Expiration date.
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8§ 1.482-4T Methods to determ ne taxable incone in connection with a transfer of
i ntangi bl e property (tenporary).

(a) through (f)(3)(i)(A) [Reserved]. For further guidance, see § 1.482-0, the en-
tries for § 1.482-4(a) through (f)(3)(i)(A).

(B) Cost sharing arrangenents.

(f)(3)(ii) through (f)(6) [Reserved]. For further guidance, see § 1.482-0, the en-
tries for § 1.482-4(f)(3)(ii) through (f)(6).

(g) Coordination with rules governing cost sharing arrangenents.
(h) Effectivel/applicability date
(i) Expiration date.

* x * * %

§ 1.482-9T Methods to determ ne taxable income in connection with a controll ed
services transaction (tenporary).

(a) through (m(2) [Reserved]. For further guidance, see § 1.482-0, the entries
for § 1.482-9(a) through (m(2).

(3) Coordination with rules governing cost sharing arrangenents.
(n) Effective/applicability dates.
(o) Expiration date

26 CFR § 1.482-1

Par. 4. Section 1.482-1 is anended by revising paragraphs (a)(1), (d)(3)(ii)(C
Exanples 3, 4, 5, and 6, (d)(3)(v), (f)(2)(ii)(A), (F)(2)(iii)(B), (9)(4) (i),
() (4)(iii) Exanmple 1, (i), and (j)(6) to read as foll ows:

26 CFR § 1.482-1

§ 1.482-1 Allocation of income and deductions anpng taxpayers.

(a) In general--(1) Purpose and scope. The purpose of section 482 is to ensure
t hat taxpayers clearly reflect incone attributable to controlled transacti ons and
to prevent the avoi dance of taxes with respect to such transactions. Section 482
pl aces a controlled taxpayer on a tax parity with an uncontrolled taxpayer by de-
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termining the true taxable incone of the controlled taxpayer. This section sets
forth general principles and guidelines to be followed under section 482. Section
1.482-2 provides rules for the determ nation of the true taxable inconme of con-
trolled taxpayers in specific situations, including controlled transactions involv-
ing | oans or advances or the use of tangible property. Sections 1.482-3 through
1.482-6 provide rules for the determ nation of the true taxable income of con-
trolled taxpayers in cases involving the transfer of property. Section 1.482-7T
sets forth the cost sharing provisions applicable to taxable years begi nning on or
after January 5, 2009. Section 1.482-8 provides exanples illustrating the applica-
tion of the best method rule. Finally, 8§ 1.482-9 provides rules for the determ na-
tion of the true taxable incone of controlled taxpayers in cases involving the per-
formance of services.

* *x * % %

AR
(3 e
iy e
Q- -

Exanple 3. Contractual termnms inputed from econom ¢ substance. (i) FP, a foreign
producer of wistwatches, is the registered holder of the YY trademark in the
United States and in other countries worldwide. In year 1, FP enters the United
States narket by selling YY wistwatches to its newWy organized United States sub-
sidiary, USSub, for distribution in the United States market. USSub pays FP a fixed
price per wistwatch. USSub and FP undertake, w thout separate conpensation, mar-
keting activities to establish the YY trademark in the United States market. Unre-
| ated foreign producers of trademarked wristwatches and their authorized United
States distributors respectively undertake simlar marketing activities in inde-
pendent arrangenents involving distribution of tradenmarked wistwatches in the
United States nmarket. In years 1 through 6, USSub markets and sells YY wistwatches
inthe United States. Further, in years 1 through 6, USSub undertakes increnental
mar keting activities in addition to the activities simlar to those observed in the
i ndependent distribution transactions in the United States market. FP does not di-
rectly or indirectly conpensate USSub for perform ng these increnmental activities
during years 1 through 6. Assune that, aside fromthese incremental activities, and
after any adjustnents are nade to inprove the reliability of the conparison, the
price paid per wistwatch by the independent, authorized distributors of wrist-
wat ches woul d provide the nost reliable neasure of the arnis length price paid per
YY wristwatch by USSub

(ii) By year 7, the wistwatches with the YY trademark generate a prem umreturn
in the United States nmarket, as conpared to wistwatches marketed by the independ-
ent distributors. In year 7, substantially all the premumreturn fromthe YY
trademark in the United States market is attributed to FP, for exanple through an
increase in the price paid per watch by USSub, or by sone other neans.

© 2009 Thonson Reuters. No Claimto Orig. US Gov. Wbrks.



74 FR 38830-01 Page 31
74 FR 38830-01, 2009 WL 2365176 (F.R.)
(Cite as: 74 FR 38830)

(iii) I'n determ ning whether an allocation of income is appropriate in year 7, the
Commi ssi oner may consi der the econom ¢ substance of the arrangements between USSub
and FP, and the parties' course of conduct throughout their relationship. Based on
this analysis, the Comm ssioner determnes that it is unlikely that, ex ante, an
uncontrol |l ed taxpayer operating at armi s |length would engage in the increnental
mar keting activities to devel op or enhance intangi ble property owned by another
party unless it received contenporaneous conpensati on or otherw se had a reasonable
anticipation of receiving a future benefit fromthose activities. In this case, US-
Sub's undertaking the incremental marketing activities in years 1 through 6 is a
course of conduct that is inconsistent with the parties' attribution to FP in year
7 of substantially all the premiumreturn fromthe enhanced YY trademark in the
United States market. Therefore, the Commi ssioner may inpute one or nore agreenents
bet ween USSub and FP, consistent with the econom c substance of their course of
conduct, which would afford USSub an appropriate portion of the premumreturn from
the YY trademark wistwatches. For exanple, the Comr ssioner may i npute a separate
services agreenent that affords USSub contingent-paynent conpensation for its in-
crenental marketing activities in years 1 through 6, which benefited FP by contri b-
uting to the value of the trademark owned by FP. In the alternative, the Comm s-
sioner may inpute a long-term exclusive agreenent to exploit the YY trademark in
the United States that allows USSub to benefit fromthe increnmental marketing ac-
tivities it perforned. As another alternative, the Comm ssioner may require FP to
conpensate USSub for term nating USSub's inputed | ong-term exclusive agreenent to
exploit the YY trademark in the United States, an agreenent that USSub nade nore
val uable at its own expense and risk. The taxpayer nmmy present additional facts
that could indicate which of these or other alternative agreenents best reflects
the econoni c substance of the underlying transactions, consistent with the parties
course of conduct in the particular case.

Exanpl e 4. Contractual terns inputed fromeconom ¢ substance. (i) FP, a foreign
producer of athletic gear, is the registered holder of the AA trademark in the
United States and in other countries worldwide. In year 1, FP enters into a |icens-
ing agreenent that affords its newWy organized United States subsidiary, USSub, ex-
clusive rights to certain manufacturing and marketing intangi ble property (includ-
ing the AA trademark) for purposes of manufacturing and marketing athletic gear in
the United States under the AA trademark. The contractual terms of this *38840
agreenent obligate USSub to pay FP a royalty based on sales, and al so obligate both
FP and USSub to undertake without separate conpensation specified types and |evels
of marketing activities. Unrelated forei gn businesses |license i ndependent United
St at es businesses to manufacture and market athletic gear in the United States, us-
ing trademarks owned by the unrel ated foreign businesses. The contractual terns of
these uncontrolled transactions require the licensees to pay royalties based on
sal es of the merchandi se, and obligate the licensors and |licensees to undertake
wi t hout separate conpensation specified types and | evels of marketing activities.
In years 1 through 6, USSub manufactures and sells athletic gear under the AA
trademark in the United States. Assune that, after adjustnents are made to inprove
the reliability of the conparison for any material differences relating to market-
ing activities, manufacturing or marketing intangi ble property, and other conpara-
bility factors, the royalties paid by independent |icensees would provide the nost
reliable neasure of the arms length royalty owed by USSub to FP, apart fromthe
addi tional facts in paragraph (ii) of this Exanple 4.
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(ii) I'n years 1 through 6, USSub performs increnental marketing activities with
respect to the AA trademark athletic gear, in addition to the activities required
under the terns of the license agreenent with FP, that are also incremental as com
pared to those observed in the conparables. FP does not directly or indirectly com
pensate USSub for perform ng these incremental activities during years 1 through 6.
By year 7, AA trademark athletic gear generates a premiumreturn in the United
States, as conpared to sinmlar athletic gear marketed by independent |icensees. In
year 7, USSub and FP enter into a separate services agreenent under which FP agrees
to conpensate USSub on a cost basis for the incremental marketing activities that
USSub performed during years 1 through 6, and to conpensate USSub on a cost basis
for any incremental marketing activities it may performin year 7 and subsequent
years. In addition, the parties revise the |license agreenent executed in year 1,
and increase the royalty to a level that attributes to FP substantially all the
premumreturn fromsales of the AA trademark athletic gear in the United States.

(iii) I'n determ ning whether an allocation of income is appropriate in year 7, the
Commi ssi oner may consi der the econom ¢ substance of the arrangements between USSub
and FP and the parties' course of conduct throughout their relationship. Based on
this analysis, the Conm ssioner determines that it is unlikely that, ex ante, an
uncontrol |l ed taxpayer operating at armis length woul d engage in the increnental
mar keting activities to devel op or enhance intangi ble property owned by another
party unless it received contenporaneous conpensati on or otherwi se had a reasonable
anticipation of a future benefit. In this case, USSub's undertaking the increnenta
mar keting activities in years 1 through 6 is a course of conduct that is inconsis-
tent with the parties' adoption in year 7 of contractual terns by which FP conpen-
sates USSub on a cost basis for the increnental marketing activities that it per-
formed. Therefore, the Comm ssioner may inpute one or nore agreenents between USSub
and FP, consistent with the econom c substance of their course of conduct, which
woul d af ford USSub an appropriate portion of the premumreturn fromthe AA trade-
mark athletic gear. For exanple, the Conmi ssioner may inpute a separate services
agreenent that affords USSub contingent-paynent conpensation for the increnental
activities it perforned during years 1 through 6, which benefited FP by contribut-
ing to the value of the trademark owned by FP. In the alternative, the Conm ssioner
may inpute a long-term exclusive United States |icense agreement that allows USSub
to benefit fromthe increnental activities. As another alternative, the Conm s-
sioner may require FP to conpensate USSub for term nating USSub's inputed |ong-term
United States license agreenent, a license that USSub nmade nore valuable at its own
expense and risk. The taxpayer may present additional facts that could indicate
whi ch of these or other alternative agreements best reflects the econom c substance
of the underlying transactions, consistent with the parties' course of conduct in
this particular case.

Exanmple 5. Non-armls | ength conpensation. (i) The facts are the sane as in para-
graph (i) of Exanple 4. As in Exanple 4, assune that, after adjustnents are nade to
i mprove the reliability of the conparison for any material differences relating to
mar keting activities, manufacturing or marketing intangi ble property, and other
conparability factors, the royalties paid by independent |icensees would provide
the nost reliable neasure of the armis length royalty owed by USSub to FP, apart
fromthe additional facts described in paragraph (ii) of this Exanple 5.
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(ii) In years 1 through 4, USSub performs certain increnental marketing activities
with respect to the AA trademark athletic gear, in addition to the activities re-
qui red under the terns of the basic |license agreenent, that are also increnental as
conpared with those activities observed in the conparables. At the start of year 1
FP enters into a separate services agreenent with USSub, which states that FP will
conmpensate USSub quarterly, in an amount equal to specified costs plus X% for
these increnental marketing functions. Further, these witten agreenments reflect
the intent of the parties that USSub receive such conpensation from FP throughout
the termof the agreenment, without regard to the success or failure of the prono-
tional activities. During years 1 through 4, USSub perforns marketing activities
pursuant to the separate services agreenment and in each year USSub receives the
speci fied conpensation fromFP on a cost of services plus basis.

(iii) In evaluating year 4, the Conm ssioner perforns an anal ysis of independent
parties that perform pronotional activities conparable to those performed by USSub
and that receive separately-stated conpensation on a current basis w thout contin-
gency. The Conmm ssioner determ nes that the magni tude of the specified cost plus X%
is outside the armis Iength range in each of years 1 through 4. Based on an eval ua-
tion of all the facts and circunstances, the Conm ssioner makes an allocation to
requi re paynent of conpensation to USSub for the pronotional activities perfornmed
in year 4, based on the nedian of the interquartile range of the arms | ength mark-
ups charged by the uncontroll ed conparabl es described in paragraph (e)(3) of this
secti on.

(iv) Gven that based on facts and circunstances, the terns agreed by the con-
trolled parties were that FP woul d bear all risks associated with the pronotiona
activities perfornmed by USSub to pronpte the AA trademark product in the United
States nmarket, and given that the parties' conduct during the years examn ned was
consistent with this allocation of risk, the fact that the cost of services plus
mar kup on USSub's services was outside the arms | ength range does not, without
nore, support inputation of additional contractual terms based on alternative views
of the econom c substance of the transaction, such as ternms indicating that USSub
rather than FP, bore the risk associated with these activities.

Exanpl e 6. Contractual terns inputed from econom c substance. (i) Conpany X is a
menber of a controlled group that has been in operation in the pharnaceutical sec-
tor for many years. In years 1 through 4, Conpany X undertakes research and devel -
opnent activities. As a result of those activities, Conpany X devel oped a conpound
that may be nore effective than existing nedications in the treatnment of certain
condi tions.

(ii) Conpany Y is acquired in year 4 by the controlled group that includes Conpany
X. Once Conpany Y is acquired, Conpany X nakes available to Conpany Y a |arge
anount of technical data concerning the new conmpound, which Conpany Y uses to reg-
ister patent rights with respect to the conpound in several jurisdictions, meking
Conmpany Y the | egal owner of such patents. Conpany Y then enters into |icensing
agreements with group nenbers that afford Conpany Y 100% of the premiumreturn at-
tributable to use of the intangi ble property by its subsidiaries.
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(iii) I'n determ ning whether an allocation is appropriate in year 4, the Comm s-
si oner may consider the econom ¢ substance of the arrangements between Conpany X
and Conpany Y, and the parties' course of conduct throughout their relationship
Based on this analysis, the Conmi ssioner determines that it is unlikely that an un-
controll ed taxpayer operating at arms | ength woul d make avail able the results of
its research and devel opment or perform services that resulted in transfer of val u-
abl e know how to another party unless it received contenporaneous conpensation or
ot herwi se had a reasonabl e anticipation of receiving a future benefit fromthose
activities. In this case, Conpany X s undertaking the research and devel opnent ac-
tivities and then providing technical data and know how to Conpany Y in year 4 is
inconsistent with the registrati on and subsequent exploitation of the patent by
Conpany Y. Therefore, the Conm ssioner may i nmpute one or nore agreenments between
Conmpany X and Conpany Y consistent with the econonic substance of their course of
conduct, which would afford Conpany X an appropriate portion of the prem umreturn
fromthe patent rights. For exanple, the Conmi ssioner *38841 may inpute a separate
servi ces agreenent that affords Conpany X contingent-paynent conpensation for its
services in year 4 for the benefit of Conpany Y, consisting of making available to
Conpany Y technical data, know how, and other fruits of research and devel opnent
conducted in previous years. These services benefited Conpany Y by giving rise to
and contributing to the value of the patent rights that were ultimately regi stered
by Conpany Y. In the alternative, the Conm ssioner may i nmpute a transfer of pat-
entabl e intangi bl e property rights from Conmpany X to Conpany Y i mredi ately preced-
ing the registration of patent rights by Conpany Y. The taxpayer nay present addi-
tional facts that could indicate which of these or other alternative agreenents
best reflects the econom ¢ substance of the underlying transactions, consistent
with the parties' course of conduct in the particular case.

* *x * % %

(v) Property or services. Evaluating the degree of conparability between con-
trolled and uncontrolled transactions requires a conpari son of the property or ser-
vices transferred in the transactions. This conparison may include any intangible
property that is enbedded in tangi ble property or services being transferred (em
bedded i ntangi bl es). The conparability of the enbedded intangibles will be analyzed
using the factors listed in 8§ 1.482- 4(c)(2)(iii)(B)(1) (conparable intangible
property). The rel evance of product conparability in evaluating the relative reli-
ability of the results will depend on the nmethod applied. For guidance concerning
the specific conparability considerations applicable to transfers of tangi ble and
i ntangi bl e property and performance of services, see 88 1.482-3 through 1.482-6 and
8§ 1.482-9; see also 88 1.482-3(f), 1.482-4(f)(4), and 1.482-9(m, dealing with the
coordi nation of the intangible and tangi ble property and performance of services
rul es.

* x * % %

(f) * k%
(2) * *x %

(ii) Allocation based on taxpayer's actual transactions-(A) In general. The Com
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m ssioner will evaluate the results of a transaction as actually structured by the
t axpayer unless its structure |acks econonic substance. However, the Comr ssioner
may consider the alternatives available to the taxpayer in determ ning whether the
ternms of the controlled transaction would be acceptable to an uncontroll ed taxpayer
faced with the sane alternatives and operating under conparable circunstances. In
such cases the Commi ssioner may adjust the consideration charged in the controlled
transacti on based on the cost or profit of an alternative as adjusted to account
for material differences between the alternative and the controlled transaction,
but will not restructure the transaction as if the alternative had been adopted by
the taxpayer. See paragraph (d)(3) of this section (factors for determ ning conpa-
rability; contractual terms and risk); 88 1.482-3(e), 1.482-4(d), and 1.482- 9(h)
(unspecified nmethods).

* *x * % %

(iii) * = *

(B) Circunstances warranting consideration of multiple year data. The extent to
which it is appropriate to consider nultiple year data depends on the nmethod being
applied and the issue being addressed. Circunstances that may warrant consi deration
of data fromnultiple years include the extent to which conplete and accurate data
are avail able for the taxable year under review, the effect of business cycles in
the controll ed taxpayer's industry, or the effects of |life cycles of the product or
i ntangi bl e property being exanmi ned. Data fromone or nore years before or after the
t axabl e year under review nmust ordinarily be considered for purposes of applying
the provisions of paragraph (d)(3)(iii) of this section (risk), paragraph (d)(4)(i)
of this section (market share strategy), 8§ 1.482-4(f)(2) (periodic adjustments), 8§
1.482-5 (conparable profits nethod), 8§ 1.482-9(f) (conparable profits nmethod for
services), and § 1.482-9(i) (contingent-paynent contractual terms for services). On
the other hand, nultiple year data ordinarily will not be considered for purposes
of applying the conparable uncontrolled price nethod of § 1.482-3(b) or the conpa-
rabl e uncontroll ed services price nethod of 8§ 1.482-9(c) (except to the extent that
risk or market share strategy issues are present).

* *x * * %

(g) * * *

(4) Setoffs--(i) In general. If an allocation is nmade under section 482 with re-
spect to a transaction between controlled taxpayers, the Conmi ssioner wll take
into account the effect of any other non-arms length transacti on between the sane
controlled taxpayers in the sane taxable year which will result in a setoff against
the original section 482 allocation. Such setoff, however, will be taken into ac-

count only if the requirements of paragraph (g)(4)(ii) of this section are satis-
fied. If the effect of the setoff is to change the characterization or source of
the inconme or deductions, or otherw se distort taxable income, in such a manner as
to affect the U S. tax liability of any nenber, adjustments will be nmade to reflect
the correct amount of each category of income or deductions. For purposes of this
setof f provision, the termarms length refers to the anmount defined in paragraph
(b) of this section (arms length standard), without regard to the rules in §
1.482-2(a) that treat certain interest rates as arms length rates of interest.
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* x * * %

(iii) * * *

Exanmple 1. P, a U S. corporation, renders construction services to S, its foreign
subsidiary in Country Y, in connection with the construction of S's factory. An
arms length charge for such services determ ned under § 1.482-9 would be $100, 000.
During the sane taxable year P nakes available to S the use of a nmachine to be used
in the construction of the factory, and the arm s length rental value of the ma-
chine is $25,000. P bills S $125,000 for the services, but does not charge S for
the use of the machine. No allocation will be made with respect to the undercharge
for the machine if P notifies the district director of the basis of the clained
setoff within 30 days after the date of the letter fromthe district director
transmtting the exam nation report notifying P of the proposed adjustnment, estab-
lishes that the excess ampunt charged for services was equal to an arm s |ength
charge for the use of the nachine and that the taxable inconme and incone tax li-
abilities of P are not distorted, and documents the correlative allocations result-
ing fromthe proposed setoff.

* k kx k* %

(i) Definitions. The definitions set forth in paragraphs (i)(1) through (i)(10)
of this section apply to this section and 88 1.482-2 through 1.482-9.

* k kx k* %

(J) * x %

(6)(i) The provisions of paragraphs (a)(1), (d)(3)(ii)(C Exanple 3, Exanple 4,
Exanple 5, and Exanple 6, (d)(3)(v), (f)(2)(ii)(A), (£)(2)(iii)(B), (9)(4) (i),
(g)(4)(iii), and (i) of this section are generally applicable for taxable years be-
gi nning after July 31, 2009.

(ii) A person may elect to apply the provisions of paragraphs (a)(1), (b)(2)(i),
(d)(3)(ii)(C) Example 3, Exanple 4, Exanple 5, and Exanple 6, (d)(3)(v),
(F)(2)(ii) (A, ()2 (iii)(B), (g4 (i), (g4 (iii), and (i) of this section to
earlier taxable years in accordance with the rules set forth in 8 1.482-9(n)(2).

26 CFR 8§ 1.482-1T

Par. 5. Section 1.482-1T is amended by revising paragraphs (a), (b)(1), the first
sentence in paragraph (b)(2)(i), (b)(2)(ii), the second sentence in paragraph
(b)(2)(iii), (c), (d), (e), (f), (g, (h), (i), and (j) to read as follows:

26 CFR 8§ 1.482-1T

§ 1.482-1T Allocation of income and deductions anpng taxpayers (temnporary).

(a) through (b)(1) [Reserved]. For further guidance, see § 1.482-1(a) through
(b)(1).
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(b)(2) * * * (i) * * * Sections 1.482-2 through 1.482-6, 1.482-7T and 1.482-*38842
9 provide specific methods to be used to eval uate whet her transacti ons between or
anong nenbers of the controlled group satisfy the arms length standard, and if
they do not, to determine the armis length result. * * *

(ii) [Reserved]. For further guidance, see § 1.482-1(b)(2)(ii).

(iii) * * * Sections 1.482-4 and 1.482-9, as appropriate, provide the specific
met hods to be used to deternmine armis length results of arrangenents, including
partnershi ps, for sharing the costs and risks of devel opi ng i ntangi bl e property,
other that a cost sharing arrangenment covered by 8 1.482-7T. * * *

(c) through (j)(5) [Reserved]. For further guidance, see § 1.482-1(c) through
() (5).

(j)(6) (i) The provisions of paragraphs (b)(2)(i) and (b)(2)(iii) of this section
are generally applicable on January 5, 2009.

(ii) [Reserved]. For further guidance, see 8 1.482-1(j)(6)(ii).

(iii) The applicability of paragraphs (b)(2)(i) and (b)(2)(iii) of this section
expires on or before Decenber 30, 2011

26 CFR § 1.482-2

Par. 6. Section 1.482-2 is anmended by revising paragraph (b), (e), and adding
paragraph (f) to read as foll ows:

26 CFR § 1.482-2

§ 1.482-2 Determnation of taxable incone in specific situations.

* x * * %

(b) Rendering of services. For rules governing allocations under section 482 to
reflect an armis length charge for controlled transactions involving the rendering
of services, see § 1.482-9.

* k kx k* %

(e) [Reserved]. For further guidance, see § 1.482-2T(e).

(f) Effective/applicability date--(1) In general. The provision of paragraph (b)
of this section is generally applicable for taxable years beginning after July 31
2009.

(2) Election to apply regulation to earlier taxable years. A person nmay elect to
apply the provisions of paragraph (b) of this section to earlier taxable years in
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accordance with the rules set forth in § 1.482-9(n)(2).

26 CFR 8§ 1.482-2T

Par. 7. Section 1.482-2T is anended as foll ows:

1. Revise paragraphs (a), (b), (c), (d), and (f)(2).
2. Renove the first sentence in both paragraphs (f)(1) and (f)(3).
The revisions read as foll ows:

26 CFR 8§ 1.482-2T

§ 1.482-2T Determination of taxable incone in specific situations (tenporary).
(a) through (d) [Reserved]. For further guidance, see § 1.482-2(a) through (d).

* *x * % %

(f)***
(2) [Reserved]. For further guidance, see § 1.482-2(f)(2).

* *x * % %

26 CFR § 1.482-4

Par. 8. Section 1.482-4 is anended as foll ows:

1. Revise paragraphs (f)(3) and (f)(4).
2. Add paragraphs (g) and (h).
The revisions and addition read as foll ows:

26 CFR § 1.482-4

8§ 1.482-4 Methods to determ ne taxable incone in connection with a transfer of in-
tangi bl e property.

(f)***
(3) Omership of intangible property--(i) ldentification of owner--(A) |In general

The | egal owner of intangible property pursuant to the intellectual property |aw of
the relevant jurisdiction, or the holder of rights constituting an intangible prop-
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erty pursuant to contractual terns (such as the terns of a license) or other |ega
provision, will be considered the sole owner of the respective intangible property
for purposes of this section unless such ownership is inconsistent with the eco-
nom ¢ substance of the underlying transactions. See § 1.482-1(d)(3)(ii)(B) (identi-
fying contractual terms). If no owner of the respective intangible property is
identified under the intellectual property law of the relevant jurisdiction, or
pursuant to contractual ternms (including terns inputed pursuant to § 1.482-

1(d) (3)(ii)(B)) or other |egal provision, then the controlled taxpayer who has con-
trol of the intangible property, based on all the facts and circunmstances, will be
considered the sole owner of the intangible property for purposes of this section.

(B) [Reserved]. For further guidance, see § 1.482-4T(f)(3)(i)(B).

(ii) Exanples. The principles of this paragraph (f)(3) are illustrated by the fol -
| owi ng exanpl es:

Exanple 1. FP, a foreign corporation, is the registered holder of the AA trademark
inthe United States. FP licenses to its U S. subsidiary, USSub, the exclusive
rights to manufacture and market products in the United States under the AA trade-
mark. FP is the owner of the trademark pursuant to intellectual property |aw. USSub
is the owner of the license pursuant to the terms of the |icense, but is not the
owner of the trademark. See paragraphs (b)(3) and (4) of this section (defining an
i ntangi bl e as, anmong other things, a trademark or a |icense).

Exanple 2. The facts are the sane as in Exanple 1. As a result of its sales and
mar keting activities, USSub devel ops a list of several hundred creditworthy custom
ers that regularly purchase AA trademarked products. Neither the terns of the con-
tract between FP and USSub nor the relevant intellectual property |aw specify which
party owns the custoner |ist. Because USSub has know edge of the contents of the
list, and has practical control over its use and dissemination, USSub is considered
the sol e owner of the custoner |ist for purposes of this paragraph (f)(3).

(4) Contribution to the value of intangible property owned by another-- (i) In
general. The arm s length consideration for a contribution by one controlled tax-
payer that devel ops or enhances the value, or nmay be reasonably anticipated to de-
vel op or enhance the value, of intangible property owned by another controlled tax-
payer will be deternmined in accordance with the applicable rules under section 482.
If the consideration for such a contribution is enbedded within the contractua
terms for a controlled transaction that involves such intangible property, then or-
dinarily no separate allocation will be made with respect to such contribution. In
such cases, pursuant to § 1.482-1(d)(3), the contribution nust be accounted for in
eval uating the conparability of the controlled transaction to uncontrolled conpara-
bl es, and accordingly in determning the arms |length consideration in the con-
trolled transaction.

(ii) Exanples. The principles of this paragraph (f)(4) are illustrated by the fol -
| owi ng exanpl es:

Exanple 1. A, a nenber of a controlled group, allows B, another nenber of the con-
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trolled group, to use tangible property, such as |aboratory equi prment, in connec-
tion with B's devel opnment of an intangible that B owns. By furnishing tangible
property, A mekes a contribution to the devel opment of intangible property owned by
anot her controlled taxpayer, B. Pursuant to paragraph (f)(4)(i) of this section,
the arm's length charge for A's furnishing of tangible property will be determ ned
under the rules for use of tangible property in § 1.482-2(c).

Exanple 2. (i) Facts. FP, a foreign producer of wistwatches, is the registered
hol der of the YY trademark in the United States and in other countries worldw de.
FP enters into an exclusive, five-year, renewabl e agreenent with its newly organ-
ized U. S. subsidiary, USSub. The contractual ternms of the agreenent grant USSub the
exclusive right to re-sell YY trademark wristwatches in the United States, obligate
USSub to pay a fixed price per wistwatch throughout the entire termof the con-
tract, and obligate both FP and USSub to undertake wi thout separate conpensation
speci fied types and | evels of marketing activities.

(ii) The consideration for FP's and USSub's marketing activities, as well as the
consideration for the exclusive right to re-sell YY trademarked nerchandise in the
United States, are enbedded in the transfer price paid for the wistwatches. Ac-
cordingly, pursuant to paragraph (f)(4)(i) of this section, ordinarily no separate
all ocati on woul d be *38843 appropriate with respect to these enbedded contri bu-
tions.

(iii) Whether an allocation is warranted with respect to the transfer price for
the wristwatches is determ ned under 88 1.482-1, 1.482-3, and this section through
§ 1.482-6. The conparability analysis would include consideration of all relevant
factors, including the nature of the intangible property enbedded in the wi st-
wat ches and the nature of the marketing activities required under the agreenent.
This analysis would al so take into account that the conpensation for the activities
performed by USSub and FP, as well as the consideration for USSub's use of the YY
trademark, is enbedded in the transfer price for the wistwatches, rather than pro-
vided for in separate agreenents. See 88 1.482-3(f) and 1.482-9(m(4).

Exanmple 3. (i) Facts. FP, a foreign producer of athletic gear, is the registered
hol der of the AA trademark in the United States and in other countries. In year 1
FP licenses to a newly organi zed U.S. subsidiary, USSub, the exclusive rights to
use certain manufacturing and marketing intangible property to manufacture and nar-
ket athletic gear in the United States under the AA trademark. The |icense agree-
ment obligates USSub to pay a royalty based on sal es of tradenarked merchandi se.
The |icense agreenent also obligates FP and USSub to perform wi thout separate com
pensati on specified types and | evels of narketing activities. In year 1, USSub
manuf actures and sells athletic gear under the AA trademark in the United States.

(ii) The consideration for FP's and USSub's respective nmarketing activities is em
bedded in the contractual ternms of the license for the AA trademark. Accordingly,
pursuant to paragraph (f)(4)(i) of this section, ordinarily no separate allocation
woul d be appropriate with respect to the enbedded contributions in year 1. See §
1.482-9(m(4).
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(iii) Whether an allocation is warranted with respect to the royalty under the Ii-
cense agreenment would be analyzed under § 1.482-1, and this section through §
1.482-6. The conparability analysis would include consideration of all relevant
factors, such as the term and geographical exclusivity of the |icense, the nature
of the intangible property subject to the license, and the nature of the nmarketing
activities required to be undertaken pursuant to the |license. Pursuant to paragraph
(f)(4)(i) of this section, the analysis would also take into account the fact that
the conpensation for the marketing services is enbedded in the royalty paid for use
of the AA trademark, rather than provided for in a separate services agreenent. For
illustrations of application of the best method rule, see § 1.482-8 Exanpl es 10,

11, and 12.

Exanple 4. (i) Facts. The year 1 facts are the sanme as in Exanple 3, with the fol-
| owi ng exceptions. In year 2, USSub undertakes certain increnental marketing ac-
tivities in addition to those required by the contractual terms of the license for
the AA trademark executed in year 1. The parties do not execute a separate agree-
ment with respect to these increnental marketing activities performed by USSub. The
license agreenent executed in year 1 is of sufficient duration that it is reason-
able to anticipate that USSub will obtain the benefit of its increnental activi-
ties, in the formof increased sales or revenues of tradenmarked products in the
U S. narket.

(ii) To the extent that it was reasonable to anticipate that USSub's increnental
mar keting activities would increase the value only of USSub's intangible property
(that is, USSub's license to use the AA trademark for a specified term, and not
the value of the AA trademark owned by FP, USSub's increnental activities do not
constitute a contribution for which an allocation is warranted under paragraph
(f)(4)(i) of this section.

Exanple 5. (i) Facts. The year 1 facts are the sanme as in Exanple 3. In year 2, FP
and USSub enter into a separate services agreement that obligates USSub to perform
certain incremental marketing activities to pronmote AA trademark athletic gear in
the United States, above and beyond the activities specified in the |icense agree-
ment executed in year 1. In year 2, USSub begins to performthese increnmental ac-
tivities, pursuant to the separate services agreement with FP

(ii) Whether an allocation is warranted with respect to USSub's incremental nar-
keting activities covered by the separate services agreenent would be eval uated un-
der 88 1.482-1 and 1.482-9, including a conparison of the conpensation provided for
the services with the results obtai ned under a nmethod pursuant to § 1.482-9, se-
| ected and applied in accordance with the best method rule of § 1.482-1(c).

(iii) Whether an allocation is warranted with respect to the royalty under the Ii-
cense agreenent is determined under § 1.482-1, and this section through § 1.482-6.
The conparability analysis would include consideration of all relevant factors,
such as the term and geographi cal exclusivity of the license, the nature of the in-
tangi bl e property subject to the |license, and the nature of the marketing activi-
ties required to be undertaken pursuant to the license. The conparability analysis
woul d take into account that the conpensation for the incremental activities by US-
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Sub is provided for in the separate services agreenment, rather than enmbedded in the
royalty paid for use of the AA trademark. For illustrations of application of the
best nmethod rule, see § 1.482-8 Exanmples 10, 11, and 12.

Exanple 6. (i) Facts. The year 1 facts are the sanme as in Exanple 3. In year 2, FP
and USSub enter into a separate services agreement that obligates FP to performin-
cremental marketing activities, not specified in the year 1 |icense, by advertising
AA trademarked athletic gear in selected international sporting events, such as the
O ynpics and the soccer Wirld Cup. FP's corporate advertising departnent devel ops
and coordi nates these special pronmotions. The separate services agreenent obligates
USSub to pay an anobunt to FP for the benefit to USSub that nay reasonably be an-
ticipated as the result of FP's increnental activities. The separate services
agreenent is not a qualified cost sharing arrangenent under 8§ 1.482-7T. FP begins
to performthe increnental activities in year 2 pursuant to the separate services
agreenent.

(ii) Whether an allocation is warranted with respect to the increnmental nmarketing
activities performed by FP under the separate services agreenent woul d be eval uated
under § 1.482-9. Under the circunstances, it is reasonable to anticipate that FP's
activities would increase the value of USSub's |icense as well as the value of FP's
trademar k. Accordingly, the increnental activities by FP may constitute in part a
controll ed services transaction for which USSub nust conpensate FP. The anal ysis of
whet her an allocation is warranted would i nclude a conpari son of the conpensation
provi ded for the services with the results obtained under a nmethod pursuant to §
1.482-9, selected and applied in accordance with the best nmethod rule of § 1.482-

1(c).

(iii) Whether an allocation is appropriate with respect to the royalty under the
i cense agreenent woul d be eval uated under 88 1.482-1 through 1.482-3, this sec-
tion, and 88 1.482-5 and 1.482-6. The conparability analysis would include consid-
eration of all relevant factors, such as the term and geographical exclusivity of
USSub's license, the nature of the intangible property subject to the |license, and
the marketing activities required to be undertaken by both FP and USSub pursuant to
the license. This conparability analysis would take into account that the conpensa-
tion for the increnental activities performed by FP was provided for in the sepa-
rate services agreenent, rather than enbedded in the royalty paid for use of the AA
trademark. For illustrations of application of the best nethod rule, see § 1.482-8,
Exanpl e 10, Exanple 11, and Exanple 12.

* x * * %

(g) [Reserved]. For further guidance, see § 1.482-4T(q).

(h) Effective/applicability date--(1) In general. The provisions of paragraphs
()3 i)A, (f)(3)(ii), and (f)(4) of this section are generally applicable for
t axabl e years beginning after July 31, 2009.

(2) Election to apply regulation to earlier taxable years. A person may elect to
apply the provisions of paragraphs (f)(3)(i)(A), (f)(3)(ii), and (f)(4) of this
section to earlier taxable years in accordance with the rules set forth in § 1.482-
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9(n) (2)

26 CFR 8§ 1.482-4T

Par. 9. Section 1.482-4T is anended as foll ows:

1. Revise paragraphs (a), (b), (c), (d), (e), (f)(1), (f)(2), (f)(3)(i)(A),
(B3 i), (£)(4), (£)(5), (f)(6), and (h)(3).

2. Redesignate paragraph (h)(1) as paragraph (h), revise the heading and renove
the first sentence in new y-desi gnated paragraph (h).

3. Renmove paragraph (h)(2).
4. Redesignate paragraph (h)(3) as paragraph (i).
The revisions read as foll ows:

26 CFR § 1.482-4T

§ 1.482-4T Methods to determ ne taxable inconme in connection with a transfer of
i ntangi bl e property (tenporary).

(a) through (f)(3)(i)(A) [Reserved]. For further guidance, see § 1.482-4(a)
through (f)(3)(i)(A).

(B) * *x %

(f)(3)(ii) through (f)(6) [Reserved]. For further guidance, see § 1.482-
4(f)(3)(ii) through (f)(6)

(g) * x %

(h) Effective/applicability date. * * *

* x * * %

26 CFR § 1.482-6

Par. 10. Section 1.482-6 is anmended by revising paragraphs (c)(2)(ii)(B)(1),

(c)(2)(ii)(D), (c)(3)(I)(A, (c)(3)(i)(B), (c)(3)(ii)(D), and adding paragraph (d)
to read as foll ows:

26 CFR § 1.482-6

§ 1.482-6 Profit split method.
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* x * * %

(C) * k%
(2) * x %
(||) * *x %

(B) Conparability--(1) In general. The degree of conparability between the con-
trolled and uncontrolled taxpayers is determ ned by applying the conparability pro-
visions of § 1.482-1(d). The conparable profit split conpares the division of oper-
ating profits anong the controll ed taxpayers to the division of operating profits
anong uncontrol |l ed taxpayers engaged in sinmilar activities under simlar circum
stances. Although all of the factors described in § 1.482-1(d)(3) nust be consid-
ered, conparability under this method is particularly dependent on the considera-
tions described under the conmparable profits nethod in § 1.482-5(c)(2) or § 1.482-
9(f)(2)(iii) because this method is based on a conparison of the operating profit
of the controlled and uncontroll ed taxpayers. In addition, because the contractua
ternms of the relationship anong the participants in the relevant business activity
will be a principal determ nant of the allocation of functions and risks anobng
them conparability under this nethod al so depends particularly on the degree of
simlarity of the contractual terns of the controlled and uncontrolled taxpayers.
Finally, the conparable profit split may not be used if the conbi ned operating
profit (as a percentage of the combi ned assets) of the uncontrolled conparabl es
varies significantly fromthat earned by the controlled taxpayers.

* k kx k* %

(D) OGther factors affecting reliability. Like the nmethods described in 8§88 1.482-3,
1.482-4, 1.482-5, and 1.482-9, the conparable profit split relies exclusively on
external market benchmarks. As indicated in § 1.482- 1(c)(2)(i), as the degree of
conparability between the controlled and uncontrol |l ed transacti ons increases, the
relative weight accorded the analysis under this nethod will increase. In addition
the reliability of the analysis under this nethod may be enhanced by the fact that
all parties to the controlled transaction are eval uated under the conparable profit
split. However, the reliability of the results of an analysis based on information
fromall parties to a transaction is affected by the reliability of the data and
the assunptions pertaining to each party to the controlled transaction. Thus, if
the data and assunptions are significantly nore reliable with respect to one of the
parties than with respect to the others, a different method, focusing solely on the
results of that party, may yield nore reliable results.

* *x * % %

(3) * x %
(|) * x %

(A) Allocate income to routine contributions. The first step all ocates operating
income to each party to the controlled transactions to provide a nmarket return for
its routine contributions to the relevant business activity. Routine contributions
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are contributions of the same or a simlar kind to those made by uncontrolled tax-
payers involved in sinmlar business activities for which it is possible to identify
mar ket returns. Routine contributions ordinarily include contributions of tangible
property, services and intangi ble property that are generally owned by uncontrolled
t axpayers engaged in simlar activities. A functional analysis is required to iden-
tify these contributions according to the functions perforned, risks assumed, and
resources enployed by each of the controlled taxpayers. Market returns for the rou-
tine contributions should be deternmined by reference to the returns achi eved by un-
controll ed taxpayers engaged in sinmlar activities, consistent with the nethods de-
scribed in 88 1.482-3, 1.482-4, 1.482-5 and 1.482-9.

(B) Allocate residual profit--(1) Nonroutine contributions generally. The alloca-
tion of incone to the controlled taxpayer's routine contributions will not reflect
profits attributable to each controlled taxpayer's contributions to the rel evant
busi ness activity that are not routine (nonroutine contributions). A nonroutine
contribution is a contribution that is not accounted for as a routine contribution.
Thus, in cases where such nonroutine contributions are present there normally will
be an unal |l ocated residual profit after the allocation of inconme described in para-
graph (c)(3)(i)(A) of this section. Under this second step, the residual profit
general ly shoul d be divided anong the controll ed taxpayers based upon the relative
val ue of their nonroutine contributions to the relevant business activity. The
rel ati ve value of the nonroutine contributions of each taxpayer should be nmeasured
in a manner that nost reliably reflects each nonroutine contribution nmade to the
controlled transacti on and each controll ed taxpayer's role in the nonroutine con-
tributions. If the nonroutine contribution by one of the controlled taxpayers is
al so used in other business activities (such as transactions with other controlled
t axpayers), an appropriate allocation of the value of the nonroutine contribution
nmust be made anong all the business activities in which it is used.

(2) Nonroutine contributions of intangible property. In many cases, nonroutine
contributions of a taxpayer to the rel evant business activity may be contri butions
of intangible property. For purposes of paragraph (c)(3)(i)(B)(1) of this section
the relative value of nonroutine intangible property contributed by taxpayers may
be nmeasured by external market benchmarks that reflect the fair market val ue of
such intangi ble property. Alternatively, the relative value of nonroutine intangi-
bl e property contributions may be estinmated by the capitalized cost of devel oping
the intangi ble property and all related i nprovenents and updates, |ess an appropri-

ate anount of anortization based on the useful |ife of each intangi ble property.
Finally, if the intangible property devel opnent expenditures of the parties are
relatively constant over time and the useful life of the intangible property con-

tributed by all parties is approximtely the same, the anobunt of actual expendi -
tures in recent years may be used to estinmate the relative value of nonroutine in-
tangi bl e property contributions.

* x * * %
(ii)***

(D) Oher factors affecting reliability. Like the nethods described in 88 1.482-3,
1.482-4, 1.482-5, and 1.482-9, the first step of the residual profit split relies
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exclusively on external market benchmarks. As indicated in 8§ 1.482-1(c)(2)(i), as
t he degree of conparability between the controlled and uncontrolled transactions

i ncreases, the relative weight accorded the analysis under this method will in-
crease. In addition, to the extent the allocation of profits in the second step is
not based on external market benchmarks, the reliability of the analysis will be

decreased in relation to an anal ysis *38845 under a nethod that relies on narket
benchmarks. Finally, the reliability of the analysis under this method may be en-
hanced by the fact that all parties to the controlled transaction are eval uated un-
der the residual profit split. However, the reliability of the results of an analy-
sis based on information fromall parties to a transaction is affected by the reli-
ability of the data and the assunptions pertaining to each party to the controlled
transaction. Thus, if the data and assunptions are significantly nore reliable with
respect to one of the parties than with respect to the others, a different nethod,
focusing solely on the results of that party, may yield nore reliable results.

* *x * % %

(d) Effectivel/applicability date--(1) In general. The provisions of paragraphs
(c)(2)(ii)(B)(1) and (D), (c)(3)(i)(A) and (B), and (c)(3)(ii)(D) of this section
are generally applicable for taxable years beginning after July 31, 2009.

(2) Election to apply regulation to earlier taxable years. A person nay elect to
apply the provisions of paragraphs (c)(2)(ii)(B)(1) and (D), (c¢)(3)(i)(A and (B),
and (c)(3)(ii)(D) of this section to earlier taxable years in accordance with the
rules set forth in § 1.482-9(n)(2).

26 CFR § 1.482-6T

8§ 1.482-6T [ Renpved]

26 CFR § 1.482-6T

Par. 11. Section 1.482-6T is renoved.

26 CFR § 1.482-8

Par. 12. Section 1.482-8 is amended by revising paragraph (b) Exanples 10, 11, 12,
13, 14, 15, 16, 17 and 18, and addi ng paragraph (c) to read as foll ows:

26 CFR § 1.482-8

§ 1.482-8 Exanmpl es of the best nmethod rule.

* *x * % %

(b) * x %

Exanpl e 10. Cost of services plus nethod preferred to other methods. (i) FP de-
signs and manufactures consumer el ectronic devices that incorporate advanced tech-
nol ogy. In year 1, FP introduces Product X, an entertai nment device targeted pri-
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marily at the youth market. FP's wholly-owned, exclusive U S. distributor, USSub
sells Product X in the U 'S market. USSub hires an independent marketing firm
Agency A, to prompte Product X in the U S. market. Agency A has successfully pro-
nmot ed ot her el ectronic products on behalf of other uncontrolled parties. USSub exe-
cutes a one-year, renewable contract with Agency A that requires it to develop the
mar ket for Product X, within an annual budget set by USSub. In years 1 through 3,
Agency A devel ops advertising, buys nedia, and sponsors events featuring Product X
Agency A receives a markup of 25% on all expenses of pronoting Product X, with the
exception of nmedia buys, which are reinbursed at cost. During year 3, sales of
Product X decrease sharply, as Product X is displaced by conpetitors' products. At
the end of year 3, sales of Product X are discontinued.

(ii) Prior to the start of year 4, FP devel ops a new entertai nment device, Product
Y. Like Product X, Product Y is intended for sale to the youth market, but it is
mar ket ed under a new trademark distinct fromthat used for Product X. USSub decides
to performall U S. market pronotion for Product Y. USSub hires key Agency A staff
menbers who handl ed the successful Product X canpaign. To pronote Product Y, USSub
intends to use nethods simlar to those used successfully by Agency A to pronote
Product X (print advertising, nedia, event sponsorship, etc.). FP and USSub enter
into a one-year, renewabl e agreenent concerning pronotion of Product Y in the U S
mar ket . Under the agreenent, FP conpensates USSub for pronoting Product Y, based on
a cost of services plus markup of A% Third-party nmedia buys by USSub in connection
with Product Y are reinbursed at cost.

(iii) Assume that under the contractual arrangenents between FP and USSub, the
arm's length consideration for Product Y and the trademark or other intangible
property may be determined reliably under one or nore transfer pricing nethods. At
issue in this exanple is the separate evaluation of the arm s |ength conpensation
for the year 4 pronotional activities performed by USSub pursuant to its contract
with FP.

(iv) USSub's accounting records contain reliable data that separately state the
costs incurred to pronmote Product Y. A functional analysis indicates that USSub's
activities to promote Product Y in year 4 are simlar to activities perforned by
Agency A during years 1 through 3 under the contract with FP. In other respects, no
mat erial differences exist in the market conditions or the pronotional activities
performed in year 4, as conpared to those in years 1 through 3.

(v) It is possible to identify uncontrolled distributors or |icensees of elec-
tronic products that perform as one conponent of their business activities, prono-
tional activities simlar to those perforned by USSub. However, it is unlikely that
publicly avail able accounting data fromthese conpani es would all ow conput ati on of
t he conparabl e transactional costs or total services costs associated with the mar-
keting or pronotional activities that these entities perform as one conponent of
busi ness activities. If that were possible, the conparable profits nethod for ser-
vices might provide a reliable neasure of an arms length result. The functiona
anal ysis of the marketing activities perfornmed by USSub in year 4 indicates that
they are simlar to the activities perforned by Agency A in years 1 through 3 for
Product X. Because reliable information is avail abl e concerning the markup on costs
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charged in a conparable uncontrolled transaction, the nost reliable measure of an
arms length price is the cost of services plus nmethod in § 1.482-9(e).

Exanpl e 11. CPM for services preferred to other methods. (i) FP manufactures fur-
niture and accessories for residential use. FP sells its products to retailers in
Eur ope under the trademark, "Mdda." FP holds all worldw de rights to the tradenark,
including in the United States. USSub is FP's wholly-owned subsidiary in the U.S.
mar ket and the exclusive U S. distributor of FP's nerchandi se. Historically, USSub
dealt only with specialized designers in the U S. market and advertised in trade
publications targeted to this market. Although itens sold in the U S. and Europe
are physically identical, USSub's U. S. customers generally resell the nerchandise
as non- branded nerchandi se.

(ii) FP retains an independent firmto evaluate the feasibility of selling FP's
trademar ked nerchandi se in the general wholesale and retail narket in the United
States. The study concludes that this segnent of the U S. market, which is not ex-
pl oited by USSub, may generate substantial profits. Based on this study, FP enters
into a separate agreenent w th USSub, which provides that USSub will develop this
market in the United States for the benefit of FP. USSub separately accounts for
per sonnel expenses, overhead, and out-of-pocket costs attributable to the initia
stage of the marketing canpai gn (Phase |). USSub receives as conpensation its
costs, plus a markup of X% for activities in Phase |. At the end of Phase |, FP
will evaluate the program |f success appears |ikely, USSub will begin full-scale
di stribution of trademarked nerchandi se in the new narket segment, pursuant to
agreenents negotiated with FP at that tine.

(iii) Assunme that under the contractual arrangenents in effect between FP and US-
Sub, the arm s | ength consideration for the nerchandi se and the trademark or other
i ntangi bl e property may be determ ned reliably under one or nore transfer pricing
nmet hods. At issue in this exanple is the separate evaluation of the arm s |length
conpensation for the marketing activities conducted by USSub in years 1 and foll ow

i ng.

(iv) A functional analysis reveals that USSub's activities consist primarily of
nodi fyi ng the pronotional materials created by FP, negotiating nedia buys, and ar-
rangi ng pronotional events. FP separately conpensates USSub for all Phase | activi-
ties, and detailed accounting information is available regarding the costs of these
activities. The Phase | activities of USSub are similar to those of uncontrolled
conpani es that perform as their primary business activity, a range of advertising
and nedia relations activities on a contract basis for uncontrolled parties.

(v) No information is avail able concerning the conparable uncontrolled prices for
services in transactions simlar to those engaged in by FP and USSub. Nor is any

i nformati on avail abl e concerning uncontrolled transactions that would allow appli -
cation of the cost of services plus nmethod. It is possible to identify uncontrolled
distributors or licensees of home furnishings that perform as one conmponent of
their business activities, promptional activities simlar to those performed by US-
Sub. However, it is unlikely that publicly avail able accounting data fromthese
conpani es woul d al l ow conputati on of the conparable transactional costs or tota
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services costs associated with the marketing or pronptional activities that these
entities perforned, as one conponent of their business activities. On the other
hand, it is possible to identify uncontrolled advertising and nedia relations com
pani es, the principal *38846 business activities of which are sinmlar to the Phase
| activities of USSub. Under these circunstances, the nost reliable nmeasure of an
arms length price is the conparable profits nethod of § 1.482-9(f). The uncon-
trolled advertising conparabl es' treatnent of material itens, such as classifica-
tion of itens as cost of goods sold or selling, general, and adm nistrative ex-
penses, may differ fromthat of USSub. Such inconsistencies in accounting treatnent
bet ween the uncontroll ed conparables and the tested party, or anong the conpara-

bl es, are | ess inportant when using the ratio of operating profit to total services
costs under the conparable profits method for services in 8§ 1.482-9(f). Under this
met hod, the operating profit of USSub fromthe Phase | activities is conpared to
the operating profit of uncontrolled parties that perform general advertising and
media relations as their primary business activity.

Exanpl e 12. Residual profit split preferred to other nmethods. (i) USP is a manu-
facturer of athletic apparel sold under the AA trademark, to which FP owns the
wor |l dwi de rights. USP sells AA trademark apparel in countries throughout the world,
but prior to year 1, USP did not sell its nerchandise in Country X. In year 1, USP
acqui res an uncontrol |l ed Country X conpany which becones its whol | y-owned subsi di -
ary, XSub. USP enters into an exclusive distribution arrangement with XSub in Coun-
try X. Before being acquired by USP in year 1, XSub distributed athletic appare
purchased from uncontroll ed suppliers and resold that merchandise to retailers. Af-
ter being acquired by USP in year 1, XSub continues to distribute nerchandi se from
uncontroll ed suppliers and al so begins to distribute AA trademark apparel. Under a
separate agreenment with USP, XSub uses its best efforts to pronote the AA trademark
in Country X, with the goal of maxim zing sales volume and revenues from AA ner-
chandi se

(ii) Prior to year 1, USP executed |ong-term endorsenent contracts with severa
prom nent professional athletes. These contracts give USP the right to use the
nanmes and |i kenesses of the athletes in any country in which AA nerchandi se is sold
during the termof the contract. These contracts renmain in effect for five years,
starting in year 1. Before being acquired by USP, XSub renewed a |ong-term agree-
ment with SportMart, an uncontrolled conpany that owns a nationw de chain of sport-
ing goods retailers in Country X. XSub has been SportMart's primary supplier from
the tinme that SportMart began operations. Under the agreenent, SportMart will pro-
vide AA nerchandi se preferred shelf-space and will feature AA merchandi se at no
charge in its print ads and seasonal pronotions. In consideration for these commt-
ments, USP and XSub grant SportMart advance access to new products and the right to
use the professional athletes under contract with USP in SportMart advertisenents
featuring AA nmerchandi se (subject to approval of content by USP).

(iii) Assunme that it is possible to segregate all transactions by XSub that in-
vol ve distribution of nmerchandi se acquired fromuncontrolled distributors (non-
controlled transactions). In addition, assune that, apart fromthe activities un-
dertaken by USP and XSub to pronote AA apparel in Country X, the arms length com
pensati on for other functions perfornmed by USP and XSub in the Country X market in
years 1 and followi ng can be reliably determned. At issue in this Exanple 12 is
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the application of the residual profit split analysis to deternine the appropriate
di vi si on between USP and XSub of the bal ance of the operating profits fromthe
Country X market, that is the portion attributable to nonroutine contributions to
the marketing and pronotional activities.

(iv) A functional analysis of the marketing and pronotional activities conducted
in the Country X nmarket, as described in this exanple, indicates that both USP and
XSub made nonroutine contributions to the business activity. USP contributed the
| ong-term endorsenent contracts with professional athletes. XSub contributed its
| ong-termcontractual rights with SportMart, which were nade nore valuable by its
successful, long-termrelationship with SportMart.

(v) Based on the facts and circunstances, including the fact that both USP and
XSub made val uabl e nonroutine contributions to the nmarketing and pronotional ac-
tivities and an analysis of the availability (or |ack thereof) of conparable and
reliabl e market benchmarks, the Conmi ssioner deternines that the nost reliable
nmeasure of an arms length result is the residual profit split method in § 1.482-
9(g). The residual profit split analysis would take into account both routine and
nonroutine contributions by USP and XSub, in order to determ ne an appropriate al -
| ocation of the conbined operating profits in the Country X market fromthe sal e of
AA nerchandi se and fromrel ated pronoti onal and marketing activities.

Exanpl es 13 through 18. [Reserved]. For further guidance, see § 1.482-8T(b) Exam
pl es 13 through 18.

(c) Effective/applicability date--(1) In general. The provisions of paragraph (b)
Exanpl es 10, 11, and 12 of this section are generally applicable for taxable years
begi nning after July 31, 2009.

(2) Election to apply regulation to earlier taxable years. A person may elect to
apply the provisions of paragraph (b) Exanples 10, 11, and 12 of this section to
earlier taxable years in accordance with the rules set forth in 8 1.482-9(n)(2).

26 CFR § 1.482-8T

Par. 13. Section 1.482-8T is anended as foll ows:

1. Revise paragraph (b) Exanmples 1, 2, 3, 4, 5, 6, 7, 8, 9, 10, 11 and 12.

2. Redesignate paragraph (c)(1) as paragraph (c), revise the heading and renove
the first sentence in new y-desi gnated paragraph (c).

3. Renpve paragraph (c)(2).
4. Redesignate paragraph (c)(3) as paragraph (d) and renove the first sentence.

The revisions read as foll ows:
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26 CFR § 1.482-8T

§ 1.482-8T Exanples of the best method rule (tenporary).

* x * % %

(b) Exanples 1 through 12. [Reserved]. For further guidance, see § 1.482- 8(b) Ex-
anples 1 through 12.

* x * % %

(c) Effective/applicability date. * * *

* x * % %

26 CFR § 1.482-9
Par. 14. Section 1.482-9 is added to read as foll ows:
26 CFR § 1.482-9

§ 1.482-9 Methods to determ ne taxable inconme in connection with a controll ed ser-
vi ces transaction.

(a) In general. The arm's | ength anpunt charged in a controlled services transac-
tion must be deterni ned under one of the nethods provided for in this section. Each
nmet hod nmust be applied in accordance with the provisions of § 1.482-1, including
the best method rule of § 1.482-1(c), the conparability analysis of § 1.482-1(d),
and the arms length range of § 1.482-1(e), except as those provisions are nodified
in this section. The nethods are--

(1) The services cost nethod, described in paragraph (b) of this section

(2) The conparabl e uncontroll ed services price nethod, described in paragraph (c)
of this section;

(3) The gross services margi n nethod, described in paragraph (d) of this section
(4) The cost of services plus nethod, described in paragraph (e) of this section;

(5) The conparable profits method, described in § 1.482-5 and in paragraph (f) of
this section;

(6) The profit split method, described in § 1.482-6 and in paragraph (g) of this
section; and

(7) Unspecified nethods, described in paragraph (h) of this section

(b) Services cost nethod--(1) In general. The services cost nmethod eval uates
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whet her the ampunt charged for certain services is armis length by reference to the
total services costs (as defined in paragraph (j) of this section) with no markup.
If a taxpayer applies the services cost nethod in accordance with the rules of this
paragraph (b), then it will be considered the best method for purposes of § 1.482-
1(c), and the Commissioner's allocations will be limted to adjusting the anount
charged for such services to the properly determ ned anount of such total services
costs.

(2) Eligibility for the services cost nmethod. To apply the services cost nethod to
a service in accordance with the rules of this paragraph (b), all of the follow ng
requi renents nust be satisfied with respect to the service--

*38847 (i) The service is a covered service as defined in paragraph (b)(3) of this
secti on;

(ii) The service is not an excluded activity as defined in paragraph (b)(4) of
this section;

(iii) The service is not precluded fromconstituting a covered service by the
busi ness judgnent rule described in paragraph (b)(5) of this section; and

(iv) Adequate books and records are mmintai ned as described in paragraph (b)(6)
of this section.

(3) Covered services. For purposes of this paragraph (b), covered services consi st
of a controlled service transaction or a group of controlled service transactions
(see § 1.482-1(f)(2)(i) (aggregation of transactions)) that meet the definition of
speci fied covered services or |ow nmargin covered services.

(i) Specified covered services. Specified covered services are controlled services
transactions that the Conm ssioner specifies by revenue procedure. Services will be
i ncluded in such revenue procedure based upon the Comm ssioner's determ nation that
the specified covered services are support services conmpn anpng taxpayers across
i ndustry sectors and generally do not involve a significant medi an conparabl e
mar kup on total services costs. For the definition of the nmedian conparabl e markup
on total services costs, see paragraph (b)(3)(ii) of this section. The Conmmi ssi oner
may add to, subtract from or otherw se revise the specified covered services de-
scribed in the revenue procedure by subsequent revenue procedure, which amendnents
will ordinarily be prospective only in effect.

(ii) Low margin covered services. Low margin covered services are controlled ser-
vi ces transactions for which the nedi an conparabl e markup on total services costs
is less than or equal to seven percent. For purposes of this paragraph (b), the ne-
di an conparabl e markup on total services costs neans the excess of the arms |length
price of the controlled services transaction determ ned under the general section
482 regul ations without regard to this paragraph (b), using the interquartile range
described in 8§ 1.482- 1(e)(2)(iii)(C) and as necessary adjusting to the nedian of
such interquartile range, over total services costs, expressed as a percentage of
total services costs.
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(4) Excluded activity. The followi ng types of activities are excluded activities:
(i) Manufacturing.

(ii) Production.

(iii) Extraction, exploration, or processing of natural resources.

(iv) Construction.

(v) Reselling, distribution, acting as a sales or purchasing agent, or acting un-
der a commi ssion or other simlar arrangenent.

(vi) Research, devel opnent, or experinmentation.
(vii) Engineering or scientific.

(viii) Financial transactions, including guarantees.
(i x) Insurance or reinsurance.

(5) Not services that contribute significantly to fundanmental risks of business
success or failure. A service cannot constitute a covered service unless the tax-
payer reasonably concludes in its business judgnment that the service does not con-
tribute significantly to key conpetitive advantages, core capabilities, or funda-
mental risks of success or failure in one or nore trades or businesses of the con-
trolled group, as defined in § 1.482-1(i)(6). In evaluating the reasonabl eness of
the conclusion required by this paragraph (b)(5), consideration will be given to
all the facts and circunstances.

(6) Adequate books and records. Permanent books of account and records are main-
tained for as long as the costs with respect to the covered services are incurred
by the renderer. Such books and records nust include a statenment evidencing the
taxpayer's intention to apply the services cost nmethod to evaluate the arm s |length
charge for such services. Such books and records nust be adequate to permt verifi-
cation by the Comnr ssioner of the total services costs incurred by the renderer
including a description of the services in question, identification of the renderer
and the recipient of such services, and sufficient docunentation to allow verifica-
tion of the nethods used to allocate and apportion such costs to the services in
guestion in accordance with paragraph (k) of this section

(7) Shared services arrangenment--(i) In general. If the services cost nethod is
used to evaluate the amount charged for covered services, and such services are the
subj ect of a shared services arrangenent, then the arm s | ength charge to each par-
ticipant for such services will be the portion of the total costs of the services
ot herwi se determ ned under the services cost nethod of this paragraph (b) that is
properly allocated to such participant pursuant to the arrangenent.
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(ii) Requirements for shared services arrangenent. A shared services arrangenent
nmust neet the requirenments described in this paragraph (b) (7).

(A) Eligibility. To be eligible for treatnent under this paragraph (b)(7), a
shared services arrangenent nust--

(1) Include two or nore participants;

(2) Include as participants all controlled taxpayers that reasonably anticipate a
benefit (as defined under paragraph (1)(3)(i) of this section) fromone or nore
covered services specified in the shared services arrangenent; and

(3) Be structured such that each covered service (or each reasonabl e aggregation
of services within the neaning of paragraph (b)(7)(iii)(B) of this section) confers
a benefit on at |east one participant in the shared services arrangenent.

(B) Allocation. The costs for covered services nust be allocated anong the par-
ticipants based on their respective shares of the reasonably anticipated benefits
fromthose services, without regard to whether the anticipated benefits are in fact
reali zed. Reasonably anticipated benefits are benefits as defined in paragraph
(1)(3)(i) of this section. The allocation of costs nust provide the nost reliable
measure of the participants' respective shares of the reasonably anticipated bene-
fits under the principles of the best nethod rule. See § 1.482-1(c). The allocation
must be applied on a consistent basis for all participants and services. The all o-
cation to each participant in each taxable year nust reasonably reflect that par-
ticipant's respective share of reasonably anticipated benefits for such taxable
year. |f the taxpayer reasonably concluded that the shared services arrangenent
(including any aggregation pursuant to paragraph (b)(7)(iii)(B) of this section)
al l ocated costs for covered services on a basis that nost reliably reflects the
partici pants' respective shares of the reasonably anticipated benefits attributable
to such services, as provided for in this paragraph (b)(7), then the Comr ssioner
may not adjust such allocation basis.

(C) Docunentation. The taxpayer nust maintain sufficient docunmentation to estab-
lish that the requirenents of this paragraph (b)(7) are satisfied, and include--

(1) A statenent evidencing the taxpayer's intention to apply the services cost
nmet hod to evaluate the arm s |l ength charge for covered services pursuant to a
shared services arrangenent;

(2) Alist of the participants and the renderer or renderers of covered services
under the shared services arrangement;

(3) A description of the basis of allocation to all participants, consistent with
the participants' respective shares of reasonably anticipated benefits; and

*38848 (4) A description of any aggregation of covered services for purposes of
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the shared services arrangenent, and an indication whether this aggregation (if
any) differs fromthe aggregation used to evaluate the nedi an conparabl e markup for
any low margin covered services described in paragraph (b)(3)(ii) of this section

(iii) Definitions and special rules--(A) Participant. A participant is a con-
troll ed taxpayer that reasonably anticipates benefits from covered services subject
to a shared services arrangement that substantially conplies with the requirenents
described in this paragraph (b)(7).

(B) Aggregation. Two or nore covered services may be aggregated in a reasonable
manner taking into account all the facts and circunmstances, including whether the
relative magni tude of reasonably anticipated benefits of the participants sharing
the costs of such aggregated services nmay be reasonably reflected by the allocation
basi s enpl oyed pursuant to paragraph (b)(7)(ii)(B) of this section. The aggregation
of services under a shared services arrangenent nmay differ fromthe aggregation
used to evaluate the nedi an conparable markup for any | ow nmargin covered services
described in paragraph (b)(3)(ii) of this section, provided that such alternative
aggregation can be inplenented on a reasonable basis, including appropriately iden-
tifying and isolating relevant costs, as necessary.

(C) Coordination with cost sharing arrangenents. To the extent that an allocation
is made to a participant in a shared services arrangenent that is also a partici-
pant in a cost sharing arrangenent subject to § 1.482-7T, such amount with respect
to covered services is first allocated pursuant to the shared services arrangenment
under this paragraph (b)(7). Costs allocated pursuant to a shared services arrange-
ment may (if applicable) be further allocated between the intangi ble property de-
vel opment activity under § 1.482-7T and other activities of the participant.

(8) Exanples. The application of this section is illustrated by the foll ow ng ex-
anples. No inference is intended whether the presence or absence of one or nore
facts is determinative of the conclusion in any exanple. For purposes of Exanples 1
t hrough 14, assune that Conpany P and its subsidiaries, Conpany Q and Conpany R,
are corporations and nmenbers of the same group of controlled entities (PQR Con-
trolled Group). For purposes of Exanple 15, assune that Conpany P and its subsidi-
ary, Conpany S, are corporations and nenbers of the same group of controlled enti-
ties (PS Controlled G oup). For purposes of Exanples 16 through 24, assunme that
Conpany P and its subsidiaries, Conpany X, Conpany Y, and Conpany Z, are corpora-
tions and nenbers of the sane group of controlled entities (PXYZ Goup) and that
Conpany P and its subsidiaries satisfy all of the requirenments for a shared ser-
vi ces arrangenment specified in paragraphs (b)(7)(ii) and (iii) of this section

Exanple 1. Data entry services. (i) Conpany P, Conpany Q and Conmpany R own and
operate hospitals. Each owns an el ectroni c database of nedical information gathered
by doctors and nurses during interviews and treatnment of its patients. Al three
dat abases are mai ntai ned and updated by Conmpany P's adm nistrative support enpl oy-
ees who performdata entry activities by entering nmedical information fromthe pa-
per records of Conpany P, Conpany Q and Conpany R into their respective databases.

(ii) Assune that these services relating to data entry are specified covered ser-
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vices within the neaning of paragraph (b)(3)(i) of this section. Under the facts
and circunstances of the business of the PQR Controlled G oup, the taxpayer could
reasonably concl ude that these services do not contribute significantly to the con-
trolled group's key conpetitive advantages, core capabilities, or fundanental risks
of success or failure in the group's business. If these services neet the other re-
qui renents of this paragraph (b), Conpany P will be eligible to charge these ser-
vices to Conmpany Q and Conpany R in accordance with the services cost nethod.

Exanple 2. Data entry services. (i) Conpany P, Conmpany Q and Conpany R specialize
in data entry, data processing, and data conversion. Conpany Q and Conpany R s data
entry activities involve converting nedical information data contained in paper re-
cords to a digital format. Conpany P specializes in data entry activities. This
speci alization reflects, in part, proprietary quality control systens and specially
trained data entry experts used to ensure the highest degree of accuracy of data
entry services. Conpany P is engaged by Company Q and Conpany R to performthese
data entry activities for them Conpany Q and Conpany R then charge their custoners
for the data entry activities perfornmed by Conpany P.

(ii) Assune that these services perfornmed by Conpany P relating to data entry are
speci fied covered services within the nmeaning of paragraph (b)(3)(i) of this sec-
tion. Under the facts and circunstances, the taxpayer is unable to reasonably con-
clude that these services do not contribute significantly to the controlled group's
key conpetitive advantages, core capabilities, or fundanental risks of success or
failure in the group's business. Conpany P is not eligible to charge these services
to Conmpany Q and Conpany R in accordance with the services cost nethod.

Exanpl e 3. Recruiting services. (i) Conpany P, Conpany Q and Conpany R are nmanu-
facturing conpanies that sell their products to unrelated retail establishnents.
Conmpany P's human resources departnent recruits md-1evel managers and engi neers
for itself as well as for Conpany Q and Conpany R by attending job fairs and other
recruitment events. For recruiting higher-Ilevel nmanagers and engi neers, each of
t hese conpani es uses recruiters fromunrel ated executive search firnms.

(ii) Assune that these services relating to recruiting are specified covered ser-
vices within the neaning of paragraph (b)(3)(i) of this section. Under the facts
and circunstances of the business of the PQR Controlled G oup, the taxpayer could
reasonably conclude that these services do not contribute significantly to the con-
trolled group's key conpetitive advantages, core capabilities, or fundanental risks
of success or failure in the group's business. If these services neet the other re-
qui renents of this paragraph (b), Conpany P will be eligible to charge these ser-
vices to Conmpany Q and Conpany R in accordance with the services cost nethod.

Exanpl e 4. Recruiting services. (i) Conpany Q and Conpany R are executive recruit-
ing service conpanies that are hired by other conpanies to recruit professionals.
Conpany P is a recruiting agency that is engaged by Conpany Q and Conpany R to per-
formrecruiting activities on their behalf in certain geographic areas.

(ii) Assune that the services perfornmed by Conpany P are specified covered ser-
vices within the neaning of paragraph (b)(3)(i) of this section. Under the facts
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and circunstances, the taxpayer is unable to reasonably conclude that these ser-
vices do not contribute significantly to the controlled group's key conpetitive ad-
vant ages, core capabilities, or fundamental risks of success or failure in the
group's business. Conpany P is not eligible to charge these services to Conpany Q
and Conpany R in accordance with the services cost nethod.

Exanple 5. Credit analysis services. (i) Conpany P is a manufacturer and distribu-
tor of clothing for retail stores. Conmpany Q and Conpany R are distributors of
clothing for retail stores. As part of its operations, personnel in Conpany P per-
formcredit analysis on its custoners. Mst of the custoners have a history of pur-
chases from Conpany P, and the credit analysis involves a review of the recent pay-
ment history of the customer's account. For new custoners, the personnel in Conpany
P performa basic credit check of the customer using reports froma credit report-

i ng agency. On behalf of Conmpany Q and Conpany R, Conmpany P performs credit analy-
sis on custoners who order clothing from Conpany Q and Conmpany R using the sane
met hod as Conpany P uses for itself.

(ii) Assune that these services relating to credit analysis are specified covered
services within the meani ng of paragraph (b)(3)(i) of this section. Under the facts
and circunstances of the business of the PQR Controlled G oup, the taxpayer could
reasonably conclude that these services do not contribute significantly to the con-
trolled group's key conpetitive advantages, core capabilities, or fundanental risks
of success *38849 or failure in the group's business. |If these services neet the
ot her requirenments of this paragraph (b), Conpany P will be eligible to charge
these services to Conpany Q and Conpany R in accordance with the services cost
met hod.

Exanple 6. Credit analysis services. (i) Conpany P, Conmpany Q and Conpany R | ease
furniture to retail custoners who present a significant credit risk and are gener-
ally unable to |l ease furniture fromother providers. As part of its |easing opera-
tions, personnel in Conpany P performcredit analysis on each of the potential |es-
sees. The personnel have devel oped special expertise in determ ning whether a par-
ticular customer who presents a significant credit risk (as indicated by credit re-
porting agencies) will be likely to nake the requisite | ease paynents on a tinely
basis. Also, as part of its operations, Conpany P perforns sinmlar credit analysis
services for Conpany Q and Conpany R, which charge correspondi ngly high nonthly
| ease paynents.

(ii) Assune that these services relating to credit analysis are specified covered
services within the neaning of paragraph (b)(3)(i) of this section. Under the facts
and circunstances, the taxpayer is unable to reasonably conclude that these ser-
vices do not contribute significantly to the controlled group's key conpetitive ad-
vant ages, core capabilities, or fundamental risks of success or failure in the
group's business. Conpany P is not eligible to charge these services to Conpany Q
and Conpany R in accordance with the services cost nethod.

Exanple 7. Credit analysis services. (i) Conpany P is a large full-service bank,
whi ch provi des products and services to corporate and consunmer markets, including
unsecured | oans, secured |oans, lines of credit, letters of credit, conversion of
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foreign currency, consumer |oans, trust services, and sales of certificates of de-
posit. Conpany Q nakes routine consuner |oans to individuals, such as auto | oans
and honme equity | oans. Conpany R nakes only business |loans to small businesses.

(ii) Conpany P performs credit analysis and prepares credit reports for itself, as
wel | as for Conmpany Q and Conpany R. Company P, Conpany Q and Company R regularly
enpl oy these credit reports in the ordinary course of business in making decisions
regardi ng extensions of credit to potential custoners (including whether to |end,
rate of interest, and |loan terns).

(iii) Assunme that these services relating to credit analysis are specified covered
services within the neani ng of paragraph (b)(3)(i) of this section. Under the facts
and circunstances, the credit analysis services constitute part of a "financia
transaction" described in paragraph (b)(4)(viii) of this section. Conpany P is not
eligible to charge these services to Conpany Q and Conpany R in accordance with the
services cost nethod.

Exanpl e 8. Data verification services. (i) Conpany P, Conpany Q and Conpany R are
manuf acturers of industrial supplies. Conpany P's accounting departnent performs
periodic reviews of the accounts payable information of Conmpany P, Conpany Q and
Conpany R, and identifies any inaccuracies in the records, such as doubl e-paynents
and doubl e-char ges.

(ii) Assune that these services relating to verification of data are specified
covered services within the neaning of paragraph (b)(3)(i) of this section. Under
the facts and circunstances of the business of the PQR Controlled G oup, the tax-
payer coul d reasonably conclude that these services do not contribute significantly
to the controlled group's key conpetitive advantages, core capabilities, or funda-
mental risks of success or failure in the group's business. If these services neet
the other requirenents of this paragraph (b), Conpany P will be eligible to charge
these services to Conpany Q and Conpany R in accordance with the services cost
met hod.

Exanple 9. Data verification services. (i) Conpany P gathers and inputs infornma-
tion regardi ng accounts payabl e and accounts receivable fromunrelated parties and
utilizes its own conputer systemto analyze that information for purposes of iden-
tifying errors in paynment and receipts (data nmining). Conpany P is conpensated for
these services based on a fee that reflects a percentage of anmounts collected by
custoners as a result of the data mining services. These activities constitute a
significant portion of Conpany P's business. Conpany P perforns simlar activities
for Conpany Q and Conpany R by anal yzing their accounts payabl e and accounts re-
ceivabl e records.

(ii) Assume that these services relating to data mning are specified covered ser-
vices within the neaning of paragraph (b)(3)(i) of this section. Under the facts
and circunstances, the taxpayer is unable to reasonably conclude that these ser-
vices do not contribute significantly to the controlled group's key conpetitive ad-
vant ages, core capabilities, or fundanmental risks of success or failure in the
group's business. Conpany P is not eligible to charge these services to Conpany Q
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and Conpany R in accordance with the services cost nethod.

Exanpl e 10. Legal services. (i) Conpany P is a donestic corporation with two
whol | y-owned forei gn subsidiaries, Conpany Q and Conpany R. Conpany P and its sub-
sidiaries manufacture and di stribute equi pment used by industrial custonmers. Com
pany P maintains an in-house | egal department consisting of attorneys experienced
in a wi de range of business and commercial matters. Conmpany Q and Conpany R main-
tain small | egal departnents, consisting of attorneys experienced in matters that
nost frequently arise in the normal course of business of Conpany Q and Conpany R
in their respective jurisdictions.

(ii) Conpany P seeks to maintain in-house legal staff with the ability to address
the mpjority of legal matters that arise in the United States with respect to the
operations of Conpany P, as well as any U S. reporting or conpliance obligations of
Conmpany Q or Conpany R. These include the preparation and revi ew of corporate con-
tracts relating to, for exanple, product sales, equipnment purchases and | eases,
business liability insurance, real estate, enployee salaries and benefits. Conpany
P relies on outside attorneys for major business transactions and highly technica
matters such as patent |icenses. The in-house |egal staffs of Conpany Q and Conpany
R are nmuch nore limted. It is necessary for Conpany P to retain several |ocal |aw
firms to handle litigation and busi ness disputes arising fromthe activities of
Conpany Q and Conpany R. Al though Conpany Q and Conpany R pay the fees of these |aw
firms, the hiring authority and general oversight of the firns' representation is
in the | egal departnent of Conpany P.

(iii) I'n determ ning what portion of the | egal expenses of Conpany P may be all o-
cated to Conpany Q and Conpany R, Conpany P first excludes any expenses relating to
| egal services that constitute sharehol der activities and other itens that are not
properly anal yzed as controll ed services. Assune that the renmaining services relat-
ing to general |egal functions performed by in-house | egal counsel are specified
covered services within the neaning of paragraph (b)(3)(i) of this section. Under
the facts and circunstances of the business of the PQR Controlled G oup, the tax-
payer could reasonably conclude that these |atter services do not contribute sig-
nificantly to the controlled group's key conpetitive advantages, core capabilities,
or fundanental risks of success or failure in the group's business. If these ser-
vices neet the other requirenents of this paragraph (b), Conpany P will be eligible
to charge these services to Conpany Q and Conpany R in accordance with the services
cost net hod.

Exanpl e 11. Legal services. (i) Conpany P is a donestic holding conpany whose op-
erating conpani es, Conpany Q and Conpany R, generate electric power for consumers
by operating nuclear plants. Assume that, although Conpany P owns 100% of the stock
of Conpanies Q and R, the conpanies do not elect to file a consolidated Federal in-
cone tax return with Conpany P.

(ii) Conpany P maintains an in-house |egal departnment that includes attorneys who
are experts in the areas of Federal utilities regulation, Federal |abor and envi-
ronmental |aw, and securities |law. Conpanies Q and R maintain their own, snaller
i n-house |l egal staffs conprising experienced attorneys in the areas of state and
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local utilities regulation, state | abor and enploynment | aw, and general comrercia

| aw. The | egal departnent of Company P performs general oversight of the |egal af-
fairs of the conpany and determ nes whether a particular matter would be nore effi-
ciently handl ed by the Conpany P | egal departnment, by the |egal staffs in the oper-
ating conpanies, or in rare cases, by retained outside counsel. In general, Conpany
P has succeeded in nmininmzing duplication and overlap of functions between the |e-
gal staffs of the various conpanies or by retai ned outside counsel

(iii) The domestic nuclear power plant operations of Conpanies Q and R are subj ect
to extensive regulation by the U S. Nuclear Regulatory Conm ssion (NRC). Operators
are required to obtain pre-construction approval, operating licenses, and, at the
end of the operational life of the nuclear reactor, nuclear decomr ssioning cer-
tificates. Conpany P files consolidated financial statements on behalf of itself,
as well as Companies Qand R, with the United States *38850 Securities and Exchange
Commi ssion (SEC). In these SEC filings, Company P discloses that failure to obtain
any of these licenses (and the related periodic renewal s) or agreeing to licenses
on ternms | ess favorable than those granted to conpetitors would have a material ad-
verse inmpact on the operations of Conpany Q or Conpany R Conpany Q and Conmpany R
do not have in-house |egal staff with experience in the NRC area. Conpany P nuain-
tains a group of in-house attorneys with specialized expertise in the NRC area that
exclusively represents Conpany Q and Conpany R before the NRC. Although Conpany P
occasionally hires an outside law firmor industry expert to assist on particular
NRC matters, the npjority of the work is performed by the specialized | egal staff
of Company P.

(iv) Certain of the legal services perforned by Conpany P constitute duplicative
or sharehol der activities that do not confer a benefit on the other conpani es and
therefore do not need to be allocated to the other conpanies, while certain other
| egal services are eligible to be charged to Conpany Q and Conpany R in accordance
with the services cost nethod.

(v) Assume that the specialized |legal services relating to nuclear |icenses per-
formed by in-house | egal counsel of Conpany P are specified covered services within
t he neani ng of paragraph (b)(3)(i) of this section. Under the facts and circum
stances, the taxpayer is unable to reasonably conclude that these services do not
contribute significantly to the controlled group's key conpetitive advantages, core
capabilities, or fundanental risks of success or failure in the group's business.
Conpany P is not eligible to charge these services to Conpany Q and Conpany R in
accordance with the services cost method.

Exanpl e 12. Group of services. (i) Conpany P, Conpany Q and Conpany R are manu-
facturing conpanies that sell their products to unrelated retail establishnments.
Conmpany P has an enterprise resource planning (ERP) systemthat maintains data re-
lating to accounts payabl e and accounts receivable information for all three conpa-
ni es. Conpany P's personnel performthe daily operations on this ERP system such as
inputting data relating to accounts payable and accounts receivable into the system
and extracting data relating to accounts receivable and accounts payable in the
formof reports or electronic nedia and providing those data to all three conpa-
nies. Periodically, Conpany P's conputer specialists also nodify the ERP systemto
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adapt to changi ng busi ness functions in all three conpanies. Conpany P's conputer
speci al i sts make these changes by either nodifying the underlying software program
or by purchasing additional software or hardware fromunrelated third party ven-
dors.

(ii) Assune that the services relating to accounts payabl e and accounts receivabl e
are specified covered services within the meani ng of paragraph (b)(3)(i) of this
section. Under the facts and circunmstances of the business of the PQR Controlled
Group, the taxpayer could reasonably conclude that these services do not contribute
significantly to the controlled group's key conpetitive advantages, core capabili -
ties, or fundanental risks of success or failure in the group's business. |If these
services neet the other requirenents of this paragraph (b), Conpany P will be eli-
gi ble to charge these services to Conpany Q and Conpany R in accordance with the
servi ces cost nethod.

(iii) Assume that the services perforned by Conpany P's conputer specialists that
relate to nmodifying the ERP system are specifically excluded fromthe services de-
scribed in a revenue procedure referenced in paragraph (b)(3) of this section as
devel opi ng hardware or software solutions (such as systenms integration, Wb site
design, witing conmputer programnms, nodifying general applications software, or rec-
ommendi ng the purchase of commercially available hardware or software). |If these
services do not constitute |ow margin covered services within the nmeani ng of para-
graph (b)(3)(ii) of this section, then Conpany P is not eligible to charge these
services to Conpany Q and Conpany R in accordance with the services cost method.

Exanpl e 13. Group of services. (i) Conpany P manufactures and sells w dgets under
an exclusive contract to Custoner 1. Conpany Q and Conpany R sell wi dgets under ex-
clusive contracts to Custoner 2 and Custoner 3, respectively. At |east one year in
advance, each of these custoners can accurately forecast its need for wi dgets. Us-
ing these forecasts, each customer over the course of the year places orders for
wi dgets with the appropriate conpany, Conpany P, Conpany Q or Conpany R A cus-
tomer's actual need for w dgets sel dom deviates fromthat custonmer's forecasted
need.

(ii) It is nost efficient for the PQR Controlled G oup conpanies to manufacture
and store an inventory of wi dgets in advance of delivery. Although all three conpa-
nies sell widgets, only Conpany P maintains a centralized warehouse for w dgets.
Pursuant to a contract, Conpany P provides storage of these w dgets to Conpany Q
and Conpany R at an arml's |length price.

(iii) Conpany P's personnel also obtain orders fromall three conpanies' customners
to draw up purchase orders for wi dgets as well as nake paynent to suppliers for
wi dget replacenment parts. In addition, Conpany P's personnel use data entry to in-
put information regarding orders and sal es of wi dgets and replacenent parts for al
three conpanies into a centralized conputer system Conpany P's personnel also

mai ntain the centralized conputer system and extract data for all three conpanies
when necessary.

(iv) Assune that these services relating to tracking purchases and sal es of inven-
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tory are specified covered services within the meaning of paragraph (b)(3)(i) of
this section. Under the facts and circunstances of the business of the PQR Con-
trolled Group, the taxpayer could reasonably conclude that these services do not
contribute significantly to the controlled group's key conpetitive advantages, core
capabilities, or fundanental risks of success or failure in the group's business.

If these services neet the other requirenents of this paragraph (b), Conpany P will
be eligible to charge these services to Conpany Q and Conpany R in accordance with
t he services cost nethod.

Exanmpl e 14. Group of services. (i) Conpany P, Conpany Q and Conpany R assenbl e
and sell gadgets to unrelated custoners. Each of these conpanies purchases the com
ponents necessary for assenbly of the gadgets fromunrelated suppliers. As a ser-
vice to its subsidiaries, Conpany P's personnel obtain orders for conmponents from
all three conpani es, prepare purchase orders, and nmeke paynment to unrel ated suppli-
ers for the conponents. In addition, Conpany P's personnel use data entry to input
i nformati on regarding orders and sal es of gadgets for all three conpanies into a
centralized conputer. Conmpany P's personnel also maintain the centralized conputer
system and extract data for all three conpanies on an as-needed basis. The services
provi ded by Conpany P personnel, in conjunction with the centralized conputer sys-
tem constitute a state-of-the-art inventory managenment system that all ows Conpany
P to order conponents necessary for assenbly of the gadgets on a "just-in-tine" ba-
si s.

(ii) Unrelated suppliers deliver the conponents directly to Conpany P, Conpany Q
and Conpany R. Each conpany stores the conponents in its own facilities for use in
filling specific custonmer orders. The conpanies do not maintain any inventory that
is not identified in specific customer orders. Because of the efficiencies associ-
ated with services provided by personnel of Company P, all three conpanies are able
to significantly reduce their inventory-related costs. Conpany P's Chief Executive
O ficer makes a statenment in one of its press conferences with industry anal ysts
that its inventory managenent systemis critical to the conpany's success.

(iii) Assune that these services relating to tracking purchases and sal es of in-
ventory are specified covered services within the neaning of paragraph (b)(3)(i) of
this section. Under the facts and circunstances, the taxpayer is unable to reasona-
bly conclude that these services do not contribute significantly to the controlled
group's key conpetitive advantages, core capabilities, or fundanental risks of suc-
cess or failure in the group's business. Conpany P is not eligible to charge these
services to Conpany Q and Conpany R in accordance with the services cost method.

Exanpl e 15. Low margin covered services. Conpany P renders certain accounting ser-
vices to Conpany S. Conmpany P uses the services cost nmethod for the accounting ser-
vices, and determ nes the anobunt charged as its total cost of rendering the ser-
vices, with no markup. Based on an application of the section 482 regul ations wth-
out regard to this paragraph (b), the interquartile range of arm s |ength markups
on total services costs for these accounting services is between 3% and 9% and the
medi an is 6% Because the nedi an conparable markup on total services costs is 6%
which is less than 7% the accounting services constitute | ow margin covered ser-
vices within the neaning of paragraph (b)(3)(ii) of this section.
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Exanpl e 16. Shared services arrangenent and reliable neasure of reasonably antici-
pat ed benefit (allocation key). (i) Conpany P operates a centralized data process-
ing facility that performs automated *38851 invoice processing and order generation
for all of its subsidiaries, Conpanies X, Y, Z, pursuant to a shared services ar-
rangenent .

(ii) I'n evaluating the shares of reasonably anticipated benefits fromthe central -
i zed data processing services, the total value of the merchandi se on the invoices
and orders may not provide the nost reliable neasure of reasonably anticipated
benefits shares, because value of nerchandi se sold does not bear a relationship to
the anticipated benefits fromthe underlying covered services.

(iii) The total volune of orders and invoices processed may provide a nore reli-
abl e basis for evaluating the shares of reasonably anticipated benefits fromthe
data processing services. Alternatively, depending on the facts and circunstances,
total central processing unit tine attributable to the transactions of each sub-
sidiary may provide a nore reliable basis on which to evaluate the shares of rea-
sonably anticipated benefits.

Exanpl e 17. Shared services arrangenent and reliable neasure of reasonably antici-
pat ed benefit (allocation key). (i) Conpany P operates a centralized center that
performs human resources functions, such as adnministration of pension, retirenent,
and health insurance plans that are nade avail able to enpl oyees of its subsidiar-
ies, Conpanies X, Y, Z, pursuant to a shared services arrangenent.

(ii) I'n evaluating the shares of reasonably anticipated benefits fromthese cen-
tralized services, the total revenues of each subsidiary may not provide the nobst
reliable neasure of reasonably anticipated benefit shares, because total revenues
do not bear a relationship to the shares of reasonably anticipated benefits from
t he underlying services.

(iii) Enployee headcount or total conpensation paid to enployees may provide a
nore reliable basis for evaluating the shares of reasonably anticipated benefits
fromthe covered services.

Exanpl e 18. Shared services arrangenment and reliable neasure of reasonably antici-
pated benefit (allocation key). (i) Conpany P performs human resource services
(service A) on behalf of the PXYZ Group that qualify for the services cost method.
Under that nethod, Conpany P determ nes the ampunt charged for these services pur-
suant to a shared services arrangenent based on an application of paragraph (b)(7)
of this section. Service A constitutes a specified covered service described in a
revenue procedure pursuant to paragraph (b)(3)(i) of this section. The total ser-
vices costs for service A otherw se deternined under the services cost nethod is
300.

(ii) Conpanies X, Y and Z reasonably anticipate benefits from service A Conpany P
does not reasonably anticipate benefits fromservice A Assunme that if relative
reasonably anticipated benefits were precisely known, the appropriate allocation of
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charges pursuant to paragraph (k) of this section to Conpany X, Y and Z for service
Ais as foll ows:

Service A

[ Total cost 300]

Conpany
X o 150
Y o 75
Z 75

(iii) The total nunber of enployees (enpl oyee headcount) in each conmpany is as
foll ows:

Conpany X--600 enpl oyees.
Conpany Y--250 enpl oyees.
Conpany Z--250 enpl oyees.

(iv) Conpany P allocates the 300 total services costs of service A based on em
pl oyee headcount as foll ows:

Service A

[ Total cost 300]

Al | ocation key Conpany

Headcount Anmount
X 600 ..... 164
22 250 ...... 68
Z 250 ...... 68

(v) Based on these facts, Conpany P may reasonably conclude that the enpl oyee
headcount allocation basis nost reliably reflects the participants' respective
shares of the reasonably anticipated benefits attributable to service A.

Exanpl e 19. Shared services arrangenent and reliable neasure of reasonably antici-
pated benefit (allocation key). (i) Conpany P performs accounts payabl e services
(service B) on behalf of the PXYZ G oup and determ nes the amount charged for the
servi ces under such nethod pursuant to a shared services arrangenent based on an
application of paragraph (b)(7) of this section. Service Bis a specified covered
service described in a revenue procedure pursuant to paragraph (b)(3)(i) of this
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section. The total services costs for service B otherw se determ ned under the ser-
vices cost nethod is 500.

(ii) Conpanies X, Y and Z reasonably anticipate benefits from service B. Conpany P
does not reasonably anticipate benefits fromservice B. Assunme that if relative
reasonably anticipated benefits were precisely known, the appropriate allocation of
charges pursuant to paragraph (k) of this section to Conpanies X, Y and Z for ser-
vice Bis as foll ows:

Service B

[ Total cost 500]

Conpany

X oo 125
Y o 205
Z o 170

(iii) The total nunber of enployees (enpl oyee headcount) in each company is as
fol |l ows:

Conpany X--600.
Conpany Y--200.
Conpany Z--200.

(iv) The total nunber of transactions (transaction volune) with uncontrolled cus-
tomers by each conpany is as foll ows:

Conpany X--2, 000.
Conpany Y--4, 000.
Conpany Z-- 3, 500.

(v) If Conpany P allocated the 500 total services costs of service B based on em
pl oyee headcount, the resulting allocation would be as foll ows:

Service B

[ Total cost 500]

Al | ocation key Conpany
Headcount Amount
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X 600 ..... 300
Y 200 ..... 100
Z o 200 ..... 100

(vi) In contrast, if Conpany P used volunme of transactions wi th uncontrolled cus-
tomers as the allocation basis under the shared services arrangenent, the all oca-
tion would be as follows:

Service B

[ Total cost 500]

Al | ocation key Conpany

Transacti on Vol une Anpunt
X o 2,000 ..... 105
Y 4,000 ..... 211
A 3,500 ..... 184

(vii) Based on these facts, Conpany P may reasonably conclude that the transaction
vol une, but not the enpl oyee headcount, allocation basis nost reliably reflects the
participants' respective shares of the reasonably antici pated benefits attributable
to service B.

Exanpl e 20. Shared services arrangenent and aggregation. (i) Conpany P perforns
human resource services (service A) and accounts payable services (service B) on
behal f of the PXYZ Group that qualify for the services cost nethod. Conpany P de-
term nes the anount charged for these services under such nethod pursuant to a
shared services arrangenent based on an application of paragraph (b)(7) of this
section. Service A and service B are specified covered services described in a
revenue procedure pursuant to paragraph (b)(3)(i) of this section. The total ser-
vi ces costs otherw se deternined under the services cost nethod for service Ais
300 and for service B is 500; total services costs *38852 for services A and B are
800. Conpany P determ nes that aggregati on of services A and B for purposes of the
arrangenent i s appropriate.

(ii) Conpanies X, Y and Z reasonably anticipate benefits fromservices A and B
Conmpany P does not reasonably anticipate benefits fromservices A and B. Assune
that if relative reasonably anticipated benefits were precisely known, the appro-
priate allocation of total charges pursuant to paragraph (k) of this section to
Conpanies X, Y and Z for services A and B is as follows:

Services A and B

[ Total cost 800]
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X o 350
Y o 100
Z 350

(iii) The total volune of transactions with uncontrolled custoners in each com
pany is as follows:

Conpany X--2, 000.

Conpany Y--4, 000.

Conpany Z--4, 000.

(iv) The total nunber of enployees in each conpany is as foll ows:
Conpany X--600.

Conpany Y--200.

Conpany Z--200.

(v) If Conpany P allocated the 800 total services costs of services A and B based
on transaction volume or enployee headcount, the resulting allocation would be as
fol |l ows:

Aggregated Services AB

[ Total cost 800]

Conpany Al | ocation key Al | ocation key
Transacti on vol une Anpunt Headcount Anpunt
X o 2,000 ...... 160 ............. 600 ..... 480
Y 4,000 ...... 320 ... ... 200 ..... 160
2 4,000 ...... 320 ... ..., 200 ..... 160

(vi) In contrast, if aggregated services AB were allocated by reference to the
total U S. dollar value of sales to uncontrolled parties (trade sales) by each com
pany, the following results would obtain

Aggregated Services AB

[ Total costs 800]
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Trade sal es Anpunt
(mllions)
X o $400 ... .. 314
Y 120 ...... 94
Z o 500 ..... 392

(vii) Based on these facts, Conpany P may reasonably conclude that the trade
sal es, but not the transaction volune or the enpl oyee headcount, allocation basis
nost reliably reflects the participants' respective shares of the reasonably an-
ticipated benefits attributable to services AB.

Exanpl e 21. Shared services arrangenent and aggregation. (i) Conpany P perforns
services A through P on behalf of the PXYZ Goup that qualify for the services cost
nmet hod. Conpany P determi nes the anount charged for these services under such
nmet hod pursuant to a shared services arrangenent based on an application of para-
graph (b)(7) of this section. Al of these services A through P constitute either
specified covered services or |ow nmargin covered services described in paragraph
(b)(3) of this section. The total services costs for services A through P otherw se
determ ned under the services cost nethod is 500. Conpany P determ nes that aggre-
gation of services A through P for purposes of the arrangenent is appropriate.

(ii) Conpanies X and Y reasonably anticipate benefits from services A through P
and Conpany Z reasonably antici pates benefits from services A through M but not
fromservices N through P (Conpany Z perforns services simlar to services N
through P on its own behal f). Conpany P does not reasonably anticipate benefits
fromservices A through P. Assune that if relative reasonably anticipated benefits
were precisely known, the appropriate allocation of total charges pursuant to para-
graph (k) of this section to Conpany X, Y, and Z for services A through P is as
fol |l ows:

Conpany Services A-M Services NP Services A-P
(cost 490) (cost 10) (total cost 500)
X o 90 ... 5 95
Y o 240 ... 5 245
Z o 160 .. 160

(iii) The total volune of transactions with uncontrolled custoners in each conpany
is as follows:

Conpany X--2, 000.
Conpany Y--4,500.

Conpany Z--3, 500.
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(iv) Conpany P allocates the 500 total services costs of services A through P
based on transaction volume as foll ows:

Aggregated Services A-Z

[ Total costs 500]

Conpany Al | ocation key
Transacti on vol une Anpunt
X o 2,000 ..... 100
Y 4,500 ..... 225
L 3,500 ..... 175

(v) Based on these facts, Conpany P may reasonably conclude that the transaction
vol une allocation basis nost reliably reflects the participants' respective shares
of the reasonably anticipated benefits attributable to services A through P

Exanpl e 22. Renderer reasonably anticipates benefits. (i) Conpany P renders ser-
vi ces on behal f of the PXYZ Group that qualify for the services cost nethod. Com
pany P deternines the anpunt charged for these services under such nethod. Conpany
P's share of reasonably anticipated benefits fromservices A, B, C, and Dis 20% of
the total reasonably anticipated benefits of all participants. Conpany P's tota
services cost for services A, B, C, and D charged within the Goup is 100

*38853 (ii) Based on an application of paragraph (b)(7) of this section, Conpany P
charges 80 which is allocated anong Conpanies X, Y, and Z. No charge is made to
Conmpany P under the shared services arrangenent for activities that it perfornms on
its own behal f.

Exanpl e 23. Coordination with cost sharing arrangenment. (i) Conpany P perforns hu-
man resource services (service A) on behalf of the PXYZ Group that qualify for the
servi ces cost nethod. Conpany P determ nes the anpbunt charged for these services
under such nethod pursuant to a shared services arrangenent based on an application
of paragraph (b)(7) of this section. Service A constitutes a specified covered ser-
vice described in a revenue procedure pursuant to paragraph (b)(3)(i) of this sec-
tion. The total services costs for service A otherw se deternined under the ser-

vi ces cost nethod is 300.

(ii) Conpany X, Y, Z, and P reasonably anticipate benefits fromservice A Using a
basis of allocation that is consistent with the controlled participants' respective
shares of the reasonably anticipated benefits fromthe shared services, the tota
charge of 300 is allocated as foll ows:

X--100.
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Y- - 50.
Z--25.
P--125.

(ii) I'n addition to perform ng services, P undertakes 500 of R&D and i ncurs nmanu-
facturing and other costs of 1, 000.

(iii) Conpanies P and X enter into a cost sharing arrangenent in accordance with §
1.482-7T. Under the arrangement, Conpany P will undertake all intangible property
devel opnent activities. Al of Conpany P's research and devel opment (R&D) activity
is devoted to the intangible property devel opment activity under the cost sharing
arrangenent. Conpany P will|l nmanufacture, market, and otherw se exploit the product
inits defined territory. Conpanies P and X will share intangible property devel op-
ment costs in accordance with their reasonably anticipated benefits fromthe intan-
gi bl e property, and Conpany X will make payments to Conpany P as required under §

1.482-7T. Conpany X will manufacture, market, and otherw se exploit the product in
the rest of the world.

(iv) A portion of the charge under the shared services arrangenent is in turn al-
| ocable to the intangible property devel opment activity undertaken by Conpany P.
The nost reliable estimate of the proportion allocable to the intangible property
devel opnent activity is determ ned to be 500 (Conpany P's R&D expenses) divided by
1,500 (Conpany P's total non-covered services costs), or one-third. Accordingly,
one-third of Conpany P's charge of 125, or 42, is allocated to the intangi ble prop-
erty devel oprment activity. Conpanies P and X nust share the intangi ble property de-
vel opment costs of the cost shared intangible property (including the charge of 42
that is allocated under the shared services arrangenment) in proportion to their re-
spective shares of reasonably anticipated benefits under the cost sharing arrange-
ment. That is, the reasonably anticipated benefit shares under the cost sharing ar-
rangenent are determ ned separately from reasonably anticipated benefit shares un-
der the shared services arrangement.

Exanpl e 24. Coordination with cost sharing arrangenent. (i) The facts and anal ysis
are the sanme as in Exanple 25, except that Conpany X also performs intangi ble prop-
erty devel opnent activities related to the cost sharing arrangenent. Using a basis
of allocation that is consistent with the controlled participants' respective
shares of the reasonably anticipated benefits fromthe shared services, the 300 of
service costs is allocated as foll ows:

X--100.
Y- -50.
Z--25.
P--125.
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(ii) I'n addition to perform ng services, Conpany P undertakes 500 of R&D and in-
curs manufacturing and ot her costs of 1,000. Conpany X undertakes 400 of R&D and
i ncurs manufacturing and other costs of 600.

(iii) Conpanies P and X enter into a cost sharing arrangement in accordance with §
1.482-7T. Under the arrangement, both Conpanies P and X will undertake intangible
property devel opnent activities. Al of the research and devel opnent activity con-
ducted by Conpanies P and X is devoted to the intangi ble property devel opment ac-
tivity under the cost sharing arrangenent. Both Conpanies P and X will manufacture,
mar ket, and ot herwi se exploit the product in their respective territories and wll
share intangi bl e property devel opnent costs in accordance with their reasonably an-
ticipated benefits fromthe intangi ble property, and both will nmake payments as re-

quired under § 1.482-7T.

(iv) A portion of the charge under the shared services arrangenent is in turn al-

| ocable to the intangible property devel opnent activities undertaken by Conpanies P
and X. The nost reliable estimate of the portion allocable to Conpany P's intangi-
bl e property devel opnent activity is deternined to be 500 (Conpany P's R&D ex-
penses) divided by 1,500 (P's total non-covered services costs), or one-third. Ac-
cordingly, one-third of Conpany P's allocated services cost nmethod charge of 125,

or 42, is allocated to its intangible property devel opment activity.

(v) In addition, it is necessary to determ ne the portion of the charge under the
shared services arrangenent to Conpany X that should be further allocated to Com
pany X' s intangible property devel opnent activities under the cost sharing arrange-
ment. The nost reliable estimte of the portion allocable to Conpany X s intangible
property devel opnent activity is 400 (Conpany X s R&D expenses) divided by 1,000
(Conpany X's costs), or 40% Accordingly, 40% of the 100 that was allocated to Com
pany X, or 40, is allocated in turn to Conpany X s intangi ble property devel opnent
activities. Conpany X nakes a paynent to Conpany P of 100 under the shared services
arrangenent and includes 40 of services cost nethod charges in the pool of intangi-
bl e property devel opment costs.

(vi) The parties' respective contributions to intangible property devel opnent
costs under the cost sharing arrangenent are as foll ows:

P: 500 + (0.333 * 125) = 542
X: 400 + (0.40 * 100) = 440

(c) Conparable uncontrolled services price nethod--(1) In general. The comnparable
uncontroll ed services price nethod eval uates whet her the anount charged in a con-
trolled services transaction is armis length by reference to the anount charged in
a conparabl e uncontrol |l ed services transaction.

(2) Conparability and reliability considerations--(i) In general. Wether results
derived fromapplication of this nmethod are the nost reliable nmeasure of the arnis
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l ength result mnmust be determined using the factors described under the best nethod
rule in § 1.482-1(c). The application of these factors under the conparabl e uncon-
trolled services price nmethod is discussed in paragraphs (c)(2)(ii) and (iii) of
this section.

(ii) Conparability--(A) In general. The degree of comparability between controlled
and uncontrolled transactions is determ ned by applying the provisions of § 1.482-
1(d). Although all of the factors described in § 1.482-1(d)(3) nust be consi dered,
simlarity of the services rendered, and of the intangible property (if any) used
in perform ng the services, generally will have the greatest effects on conparabil -
ity under this nethod. In addition, because even m nor differences in contractua
terms or econonmic conditions could materially affect the anpbunt charged in an un-
controlled transaction, conparability under this nethod depends on close simlarity
with respect to these factors, or adjustnents to account for any differences. The
results derived from applying the conparable uncontrolled services price method
generally will be the nobst direct and reliable nmeasure of an arnis length price for
the controlled transaction if an uncontrolled transaction has no differences from
the controlled transaction that would affect the price, or if there are only m nor
di fferences that have a definite and reasonably ascertai nable effect on price and
for which appropriate adjustnments are nmade. |f such adjustnents cannot be nade, or
if there are nore than m nor differences between the controlled and uncontrolled
transactions, the conparabl e uncontrolled services price nmethod may be used, but

the reliability of the results as a nmeasure of the arm s length price will be re-
duced. Further, if there are material differences for which reliable adjustnents
cannot be made, this method ordinarily will not provide *38854 a reliable neasure

of an arm's length result.

(B) Adjustnments for differences between controlled and uncontrol |l ed transactions.
If there are differences between the controlled and uncontrolled transactions that
woul d affect price, adjustments should be nade to the price of the uncontrolled
transaction according to the conparability provisions of § 1.482-1(d)(2). Specific
exanpl es of factors that nmay be particularly relevant to application of this nmethod
i ncl ude- -

(1) Quality of the services rendered;

(2) Contractual ternms (for exanple, scope and terns of warranties or guarantees
regardi ng the services, volune, credit and paynent ternms, allocation of risks, in-
cludi ng any contingent-paynent terns and whether costs were incurred without a pro-
vision for current reinbursenent);

(3) Intangible property (if any) used in rendering the services;
(4) Geographic market in which the services are rendered or received;

(5) Risks borne (for exanple, costs incurred to render the services, w thout pro-
vision for current reinbursenent);

(6) Duration or quantitative nmeasure of services rendered,
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(7) Collateral transactions or ongoing busi ness rel ationshi ps between the renderer
and the recipient, including arrangenent for the provision of tangible property in
connection with the services; and

(8) Alternatives realistically available to the renderer and the recipient.

(iii) Data and assunptions. The reliability of the results derived fromthe conpa-
rabl e uncontrolled services price nethod is affected by the conpl eteness and accu-
racy of the data used and the reliability of the assunptions nade to apply the
net hod. See 8§ 1.482-1(c) (best nethod rule).

(3) Armis length range. See § 1.482-1(e)(2) for the deternination of an arnis
| ength range.

(4) Exanples. The principles of this paragraph (c) are illustrated by the foll ow
i ng exanpl es:

Exanple 1. Internal conparable uncontrolled services price. Conpany A, a United
States corporation, perforns shipping, stevedoring, and related services for con-
trolled and uncontrolled parties on a short-termor as-needed basis. Conpany A
charges uncontrolled parties in Country X a uniformfee of $60 per container to
pl ace | oaded cargo containers in Country X on oceangoi ng vessels for marine trans-
portation. Conpany A also perforns identical services in Country X for its wholly-
owned subsidiary, Conpany B, and there are no substantial differences between the
controll ed and uncontrolled transactions. In evaluating the appropriate neasure of
the arm's length price for the container-Ioading services performed for Conpany B,
because Conpany A renders substantially identical services in Country X to both
controlled and uncontrolled parties, it is determ ned that the conparable uncon-
trolled services price constitutes the best nmethod for determ ning the arm s |ength
price for the controlled services transaction. Based on the reliable data provided
by Conpany A concerning the price charged for services in conparable uncontrolled
transactions, a |loading charge of $60 per cargo container will be considered the
nost reliable measure of the arms length price for the services rendered to Com
pany B. See paragraph (c)(2)(ii)(A) of this section

Exanpl e 2. External conparable uncontrolled services price. (i) The facts are the
same as in Exanple 1, except that Conpany A perforns services for Conpany B, but
not for uncontrolled parties. Based on information obtained fromunrel ated parties
(which is determned to be reliable under the conparability standards set forth in
paragraph (c)(2) of this section), it is deternm ned that uncontrolled parties in
Country X perform services conparable to those rendered by Conpany A to Conpany B,
and that such parties charge $60 per cargo contai ner

(ii) I'n evaluating the appropriate nmeasure of an armis length price for the | oad-
ing services that Conpany A renders to Conpany B, the $60 per cargo container
charge is considered evidence of a conparable uncontrolled services price. See
paragraph (c)(2)(ii)(A) of this section.
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Exanpl e 3. External conparable uncontrolled services price. The facts are the sane
as in Exanple 2, except that uncontrolled parties in Country X render simlar |oad-
i ng and stevedoring services, but only under contracts that have a m ninumterm of
one year. If the difference in the duration of the services has a material effect
on prices, adjustments to account for these differences nust be made to the results
of the uncontrolled transactions according to the provisions of § 1.482-1(d)(2),
and such adjusted results my be used as a neasure of the arms length result.

Exanpl e 4. Use of valuable intangible property. (i) Conmpany A, a United States
corporation in the biotechnol ogy sector, renders research and devel opment services
exclusively to its affiliates. Conpany B is Conpany A s wholly-owned subsidiary in
Country X. Conpany A renders research and devel opnent services to Conpany B.

(ii) In performng its research and devel opnent services function, Conpany A uses
proprietary software that it devel oped internally. Conpany A uses the software to
eval uate certain genetically engineered conpounds devel oped by Conpany B. Conpany A
owns the copyright on this software and does not license it to uncontrolled par-
ties.

(iii) No uncontrolled parties can be identified that perform services identical or
with a high degree of simlarity to those perforned by Conpany A. Because there are
mat erial differences for which reliable adjustnents cannot be nmade, the conparabl e
uncontrol |l ed services price nethod is unlikely to provide a reliable neasure of the
arms length price. See paragraph (c)(2)(ii)(A) of this section.

Exanpl e 5. Internal conparable. (i) Conpany A, a United States corporation, and
its subsidiaries render conputer consulting services relating to systens integra-
tion and networking to business clients in various countries. Conpany A and its
subsi di ari es render only consulting services, and do not manufacture conputer hard-
ware or software nor distribute such products. The controlled group is organized
according to industry specialization, with key industry specialists working for
Conpany A. These personnel typically formthe core consulting group that teans with
consultants fromthe | ocal-country subsidiaries to serve clients in the subsidiar-

i es' respective countries.

(ii) Conpany A and its subsidiaries sometines undertake engagenents directly for
clients, and sonetimes work as subcontractors to unrelated parties on nore exten-
sive supply-chain consulting engagenents for clients. In undertaking the latter en-
gagenents with third party consultants, Conpany A typically prices its services
based on consulting hours worked multiplied by a rate determ ned for each category
of enpl oyee. The company al so charges, at no markup, for out-of-pocket expenses
such as travel, |odging, and data acquisition charges. The Conpany has established
the followi ng schedule of hourly rates:

Proj ect managers .. $400 per hour.
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Technical staff ... $300 per hour.

(iii) Thus, for example, a project involving 100 hours of the time of project
managers and 400 hours of technical staff tinme would result in the follow ng pro-
ject fees (without regard to any out-of-pocket expenses): ([100 hrs. x $400/hr.] +
[400 hrs. x $300/hr.]) = $40,000 + $120,000 = $160, 000.

(iv) Conpany B, a Country X subsidiary of Company A, contracts to performconsult-
ing services for a Country X client in the banking industry. In undertaking this
engagenent, Conpany B uses its own consultants and al so uses Conpany A project nman-
agers and technical staff that specialize in the banking industry for 75 hours and
380 hours, respectively. In determning an armi's |ength charge, the price that Com
pany A charges for consulting services as a subcontractor in conparabl e uncon-
trolled transactions will be considered evidence of a conparable uncontrolled ser-
vices price. Thus, in this case, a paynent of $144,000, (or [75 hrs. x $400/hr.] +
[380 hrs. x $300/hr.] = $30,000 + $114,000) may be used as a neasure of the arns
length price for the work perfornmed by Conpany A project mangers and technica
staff. In addition, if the conparable uncontrolled services price nmethod is used,
then, consistent with the practices enployed by the conparables with respect to
simlar types of expenses, Conpany B nust reinburse Conpany A for appropriate out-
of - pocket expenses. See paragraph (c)(2)(ii)(A) of this section

Exanple 6. Adjustnents for differences. (i) The facts are the sane as in Exanple
5, *38855 except that the engagenent is undertaken with the client on a fixed fee
basis. That is, prior to undertaking the engagenent Conpany B and Conpany A esti-
mat e the resources required to undertake the engagenent, and, based on hourly fee
rates, charge the client a single fee for conpletion of the project. Conpany A's
portion of the engagenent results in fees of $144, 000.

(ii) The engagenent, once undertaken, requires 20% nore hours by each of Conpanies
A and B than originally estimted. Neverthel ess, the unrelated client pays the
fixed fee that was agreed upon at the start of the engagenent. Conpany B pays Com
pany A $144,000, in accordance with the fixed fee arrangenent.

(iii) Conmpany A often enters into simlar fixed fee engagenments with clients. In
addition, Conpany A's records for simlar engagenents show that when it experiences
cost overruns, it does not collect additional fees fromthe client for the differ-
ence between projected and actual hours. Accordingly, in evaluating whether the
fees paid by Conmpany B to Conpany A are arms length, it is determned that no ad-
justnments to the interconpany service charge are warranted. See 8§ 1.482-1(d)(3)(ii)

and paragraph (c)(2)(ii)(A) of this section.

(5) Indirect evidence of the price of a conparable uncontrolled services transac-
tion--(i) In general. The price of a conparable uncontrolled services transaction
may be derived based on indirect neasures of the price charged in conparable uncon-
trolled services transactions, but only if--

(A) The data are widely and routinely used in the ordinary course of business in
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the particular industry or market segnent for purposes of determ ning prices actu-
ally charged in conparable uncontrolled services transactions;

(B) The data are used to set prices in the controlled services transaction in the
same way they are used to set prices in uncontrolled services transactions of the
controll ed taxpayer, or in the same way they are used by uncontrolled taxpayers to
set prices in uncontrolled services transactions; and

(C) The anpunt charged in the controlled services transaction my be reliably ad-
justed to reflect differences in quality of the services, contractual terms, market
conditions, risks borne (including contingent-paynent terns), duration or quantita-
tive neasure of services rendered, and other factors that may affect the price to
whi ch uncontroll ed taxpayers woul d agree.

(ii) Exanple. The followi ng exanple illustrates this paragraph (c)(5):
Exanpl e. Indirect evidence of conparable uncontrolled services price.

(i) Conmpany Ais a United States insurance conpany. Conpany A's whol|ly-owned Coun-
try X subsidiary, Conpany B, perforns specialized risk analysis for Conpany A as
well as for uncontrolled parties. In determning the price actually charged to un-
controlled entities for perform ng such risk analysis, Conpany B uses a proprie-
tary, nmulti-factor conputer program which relies on the gross value of the poli-
cies in the customer's portfolio, the relative conposition of those policies, their
| ocation, and the estimated nunber of personnel hours necessary to conplete the
project. Uncontrolled conpanies that perform conparable risk analysis in the sane
i ndustry or market-segment use similar proprietary conputer prograns to price
transactions with uncontrolled custonmers (the conpetitors' prograns nay incorporate
di fferent inputs, or may assign different weights or values to individual inputs,
in arriving at the price).

(ii) During the taxable year subject to audit, Conpany B performed risk analysis
for uncontrolled parties as well as for Conpany A. Because prices charged to uncon-
trolled custoners reflected the conposition of each customer's portfolio together
with other factors, the prices charged in Conmpany B s uncontrolled transactions do
not provide a reliable basis for determ ning the conparable uncontrolled services
price for the simlar services rendered to Conpany A. However, in evaluating an
arms length price for the studies perforned by Conpany B for Conpany A, Conpany
B's proprietary conputer program nay be considered as indirect evidence of the com
par abl e uncontroll ed services price that woul d be charged to performthe services
for Conpany A. The reliability of the results obtained by application of this in-
ternal computer program as a neasure of an arm s length price for the services wll
be increased to the extent that Conpany A used the internal conputer programto
generate actual transaction prices for risk-analysis studies perforned for uncon-
trolled parties during the sane taxable year under audit; Conpany A used data that
are widely and routinely used in the ordinary course of business in the insurance
i ndustry to deternmine the price charged; and Conpany A reliably adjusted the price
charged in the controlled services transaction to reflect differences that may af-
fect the price to which uncontrolled taxpayers woul d agree.
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(d) Gross services margin nethod--(1) In general. The gross services nmargi n net hod
eval uates whet her the ampunt charged in a controlled services transaction is arnis
length by reference to the gross profit margin realized in conparable uncontrolled
transactions. This method ordinarily is used in cases where a controlled taxpayer
performs services or functions in connection with an uncontrolled transaction be-
tween a nenber of the controlled group and an uncontrol |l ed taxpayer. This method
may be used where a controlled taxpayer renders services (agent services) to an-
ot her nenber of the controlled group in connection with a transacti on between that
ot her nmenber and an uncontrolled taxpayer. This nethod al so may be used in cases
where a controll ed taxpayer contracts to provide services to an uncontrolled tax-
payer (intermediary function) and another nenber of the controlled group actually
perfornms a portion of the services provided.

(2) Deternmination of armis length price--(i) In general. The gross services nargin
nmet hod eval uates whether the price charged or amount retained by a controlled tax-
payer in the controlled services transaction in connection with the rel evant uncon-
trolled transaction is arms length by determining the appropriate gross profit of
the control |l ed taxpayer.

(ii) Relevant uncontrolled transaction. The rel evant uncontrolled transaction is a
transacti on between a nmenber of the controlled group and an uncontroll ed taxpayer
as to which the controll ed taxpayer performs agent services or an internediary
functi on.

(iii) Applicable uncontrolled price. The applicable uncontrolled price is the
price paid or received by the uncontrolled taxpayer in the relevant uncontrolled
transacti on.

(iv) Appropriate gross services profit. The appropriate gross services profit is
conmputed by multiplying the applicable uncontrolled price by the gross services
profit margin in conparable uncontrolled transactions. The determi nation of the ap-
propriate gross services profit will take into account any functions perfornmed by
ot her nmenbers of the controlled group, as well as any other relevant factors de-
scribed in § 1.482-1(d)(3). The conparabl e gross services profit margin may be de-
term ned by reference to the commission in an uncontrolled transaction, where that
commi ssion is stated as a percentage of the price charged in the uncontrolled
transaction.

(v) Armis length range. See § 1.482-1(e)(2) for determ nation of the arm s |ength
range.

(3) Conparability and reliability considerations--(i) In general. Wether results
derived fromapplication of this method are the nost reliable nmeasure of the arms
length result nmust be determ ned using the factors described under the best nethod
rule in § 1.482-1(c). The application of these factors under the gross services
margi n nethod is discussed in paragraphs (d)(3)(ii) and (iii) of this section

(ii) Conparability--(A) Functional conparability. The degree of conparability be-
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tween an uncontrolled transaction and a controlled transaction is determ ned by ap-
plying the conparability provisions of § 1.482-1(d). A gross services profit pro-
vi des conpensation for services or functions that bear a relationship to the rele-
vant uncontrolled transaction, including an *38856 operating profit in return for
the investnent of capital and the assunption of risks by the controlled taxpayer
perform ng the services or functions under review. Therefore, although all of the
factors described in § 1.482-1(d)(3) nust be considered, conparability under this
method is particularly dependent on sinmilarity of services or functions perforned,
ri sks borne, intangible property (if any) used in providing the services or func-
tions, and contractual ternms, or adjustnents to account for the effects of any such
differences. If possible, the appropriate gross services profit margin should be
derived from conparabl e uncontroll ed transactions by the controlled taxpayer under
review, because simlar characteristics are nore |ikely found anmong different
transactions by the sanme controll ed taxpayer than anong transactions by other par-
ties. In the absence of conparabl e uncontrolled transactions involving the sane
control |l ed taxpayer, an appropriate gross services profit margin may be derived
fromtransactions of uncontrolled taxpayers involving conparable services or func-
tions with respect to simlarly related transactions.

(B) Other conparability factors. Conparability under this nethod is not dependent
on close simlarity of the relevant uncontrolled transaction to the related trans-
actions involved in the uncontrolled conparabl es. However, substantial differences
in the nature of the relevant uncontrolled transaction and the relevant transac-
tions involved in the uncontrolled conparables, such as differences in the type of
property transferred or service provided in the relevant uncontrolled transaction
may i ndicate significant differences in the services or functions performed by the
controlled and uncontrol |l ed taxpayers with respect to their respective rel evant
transactions. Thus, it ordinarily would be expected that the services or functions
performed in the controlled and uncontrolled transacti ons would be with respect to
rel evant transactions involving the transfer of property within the same product
categories or the provision of services of the sane general type (for example, in-
formati on-technol ogy systens design). Furthernore, significant differences in the
i ntangi bl e property (if any) used by the controlled taxpayer in the controlled ser-
vices transaction as distinct fromthe uncontrolled conparables may al so affect the
reliability of the conparison. Finally, the reliability of profit measures based on
gross services profit may be adversely affected by factors that have |less effect on
prices. For exanple, gross services profit may be affected by a variety of other
factors, including cost structures or efficiency (for exanple, differences in the
| evel of experience of the enployees performng the service in the controlled and
uncontrol l ed transactions). Accordingly, if material differences in these factors
are identified based on objective evidence, the reliability of the analysis nay be
affected

(C) Adjustrments for differences between controlled and uncontrolled transactions.
If there are material differences between the controlled and uncontrolled transac-
tions that would affect the gross services profit margin, adjustnents should be
made to the gross services profit margin, according to the conparability provisions
of § 1.482-1(d)(2). For this purpose, consideration of the total services costs as-
sociated with functions performed and risks assunmed may be necessary because dif-
ferences in functions performed are often reflected in these costs. If there are
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di fferences in functions perfornmed, however, the effect on gross services profit of
such differences is not necessarily equal to the differences in the amount of re-

| ated costs. Specific exanples of factors that may be particularly relevant to this
met hod i ncl ude- -

(1) Contractual terms (for exanple, scope and terns of warranties or guarantees
regardi ng the services or function, volune, credit and paynent ternms, and all oca-
tion of risks, including any contingent-paynment terns);

(2) Intangible property (if any) used in perform ng the services or function

(3) Ceographic market in which the services or function are perforned or in which
the rel evant uncontrolled transaction takes place; and

(4) Risks borne, including, if applicable, inventory-type risk.

(D) Buy-sell distributor. If a controlled taxpayer that performs an agent service
or intermediary function is conparable to a distributor that takes title to goods
and resells them the gross profit margin earned by such distributor on uncon-
trolled sales, stated as a percentage of the price for the goods, nmay be used as
t he conparabl e gross services profit margin.

(iii) Data and assunptions--(A) In general. The reliability of the results derived
fromthe gross services margin nethod is affected by the conpl eteness and accuracy
of the data used and the reliability of the assunptions made to apply this nethod.
See § 1.482-1(c) (best nethod rule).

(B) Consistency in accounting. The degree of consistency in accounting practices
between the controlled transaction and the uncontrolled conparables that materially
affect the gross services profit margin affects the reliability of the results un-
der this nethod.

(4) Exanples. The principles of this paragraph (d) are illustrated by the foll ow
i ng exanpl es:

Exanpl e 1. Agent services. Company A and Conpany B are nenbers of a controlled
group. Conpany A is a foreign manufacturer of industrial equipnent. Conpany B is a
U. S. conpany that acts as a conmm ssion agent for Conpany A by arranging for Conpany
A to make direct sales of the equipnment it manufactures to unrel ated purchasers in
the U.S. nmarket. Conpany B does not take title to the equi pnent but instead re-
ceives from Conpany A conmi ssions that are determ ned as a specified percentage of
the sales price for the equipnent that is charged by Conmpany A to the unrel ated
pur chaser. Conpany B al so arranges for direct sales of sinilar equipnent by unre-
| ated foreign manufacturers to unrelated purchasers in the U S. market. Conpany B
charges these unrel ated foreign nmanufacturers a conm ssion fee of 5% of the sales
price charged by the unrelated foreign manufacturers to the unrelated U. S. purchas-
ers for the equipment. Information regardi ng the conparabl e agent services provided
by Conpany B to unrelated foreign manufacturers is sufficiently conplete to con-
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clude that it is likely that all material differences between the controlled and
uncontrol l ed transactions have been identified and adjustnents for such differences
have been made. |If the conmparabl e gross services profit margin is 5% of the price
charged in the relevant transactions involved in the uncontroll ed conparabl es, then
the appropriate gross services profit that Conpany B may earn and the arm s |ength
price that it may charge Conpany A for its agent services is equal to 5% of the ap-
plicabl e uncontrolled price charged by Conpany A in sales of equiprment in the rele-
vant uncontrolled transactions.

Exanpl e 2. Agent services. The facts are the same as in Exanple 1, except that
Conpany B does not act as a conmi ssion agent for unrelated parties and it is not
possible to obtain reliable information concerning comr ssion rates charged by un-
controll ed comm ssion agents that engage in conparable transactions with respect to
rel evant sales of property. It is possible, however, to obtain reliable information
regarding the gross profit margi ns earned by unrelated parties that briefly take
title to and then resell simlar property in uncontrolled transactions, in which
t hey purchase the property fromforeign manufacturers and resell the property to
purchasers in the U S. market. Analysis of the facts and circunstances indicates
that, aside fromcertain mnor differences for which adjustnents can be nmade, the
uncontrol led parties that resell property performsimnlar functions and assune
simlar risks as Conpany B perforns and assunmes when it acts as a comm ssion agent
for Conpany A's sales of property. Under these circunstances, the gross profit mar-
gin earned by the *38857 unrelated distributors on the purchase and resal e of prop-
erty may be used, subject to any adjustnents for any material differences between
the controlled and uncontrolled transactions, as a conparable gross services profit
mar gi n. The appropriate gross services profit that Conpany B may earn and the arm s
length price that it may charge Conpany A for its agent services is therefore equa
to this conparable gross services margin, nultiplied by the applicable uncontrolled
price charged by Conpany A in its sales of equipnment in the relevant uncontrolled
transactions.

Exanmpl e 3. Agent services. (i) Conmpany A and Conpany B are nenbers of a controlled
group. Conpany Ais a U S. corporation that renders conputer consulting services,
i ncludi ng systens integration and networking, to business clients.

(ii) I'n undertaki ng engagenents with clients, Conpany A in sone cases pays a com
m ssion of 3% of its total fees to unrelated parties that assist Conpany A in ob-
tai ning consulting engagenents. Typically, such fees are paid to non-conputer con-
sulting firms that provide strategic managenent services for their clients. Wen
Conmpany A obtains a consulting engagenent with a client of a non-computer consult-
ing firm Conpany A does not subcontract with the other consulting firm nor does
the other consulting firmplay any role in Conpany A's consulting engagenent.

(iii) Conmpany B, a Country X subsidiary of Conpany A, assists Conpany A in obtain-
i ng an engagenent to perform computer consulting services for a Conpany B banking

i ndustry client in Country X. Although Conpany B has an established rel ationship
with its Country X client and was instrunental in arranging for Conpany A s engage-
ment with the client, Conpany A's particular expertise was the primary consi dera-
tion in notivating the client to engage Conpany A. Based on the relative contribu-
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tions of Conpanies A and B in obtaining and undertaking the engagenent, Conpany B's
role was primarily to facilitate the consulting engagement between Conpany A and
the Country X client. Information regarding the comm ssions paid by Company A to
unrel ated parties for providing simlar services to facilitate Conpany A's consult-
i ng engagenents is sufficiently conplete to conclude that it is likely that all nma-
terial differences between these uncontrolled transactions and the controlled
transacti on between Conpany B and Conpany A have been identified and that appropri-
ate adjustnments have been nade for any such differences. If the conparabl e gross
services margin earned by unrelated parties in providing such agent services is 3%
of total fees charged in the relevant transactions involved in the uncontrolled
conpar abl es, then the appropriate gross services profit that Company B may earn and
the armis length price that it may charge Conpany A for its agent services is equa
to this conparable gross services margin (3%, nultiplied by the applicable uncon-
trolled price charged by Conpany Ain its relevant uncontrolled consulting engage-
ment with Conpany B's client.

Exanple 4. Internediary function. (i) The facts are the sane as in Exanple 3, ex-
cept that Conpany B contracts directly with its Country X client to provide com
puter consulting services and Conpany A perforns the consulting services on behalf
of Conpany B. Conpany A does not enter into a consulting engagenment with Conpany
B's Country X client. Instead, Company B charges its Country X client an uncon-
trolled price for the consulting services, and Conmpany B pays a portion of the un-
controlled price to Conpany A for performing the consulting services on behalf of
Conpany B.

(ii) Analysis of the relative contributions of Conpanies A and B in obtaining and
undertaki ng the consulting contract indicates that Conpany B functioned primarily
as an internmediary contracting party, and the gross services margin nethod is the
nost reliable method for determ ning the anount that Conpany B may retain as com
pensation for its internmediary function with respect to Conpany A's consulting ser-
vices. In this case, therefore, because Conpany B entered into the rel evant uncon-
trolled transaction to provide services, Conpany B receives the applicabl e uncon-
trolled price that is paid by the Country X client for the consulting services.
Conmpany A technically perforns services for Conpany B when it perforns, on behalf
of Conpany B, the consulting services Conmpany B contracted to provide to the Coun-
try X client. The armls I ength amount that Conpany A may charge Conpany B for per-
form ng the consulting services on Conpany B's behalf is equal to the applicable
uncontrolled price received by Conpany B in the relevant uncontrolled transaction
| ess Conpany B's appropriate gross services profit, which is the amount that Com
pany B may retain as conpensation for performng the internediary function

(iii) Reliable data concerning the conmm ssions that Conpany A paid to uncontrolled
parties for assisting it in obtaining engagenents to provide consulting services
simlar to those it has provided on behal f of Conpany B provide useful information
in applying the gross services margi n net hod. However, consideration should be
given to whether the third party comr ssion data nay need to be adjusted to account
for any additional risk that Conpany B nay have assunmed as a result of its function
as an internediary contracting party, conmpared with the risk it would have assuned
if it had provided agent services to assist Conmpany A in entering into an engage-
ment to provide its consulting service directly. In this case, the information re-
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garding the comr ssions paid by Conpany A to unrelated parties for providi ng agent
services to facilitate its performance of consulting services for unrelated parties
is sufficiently conplete to conclude that all material differences between these
uncontroll ed transactions and the controlled performance of an internediary func-
tion, including possible differences in the amobunt of risk assumed in connection
with performng that function, have been identified and that appropriate adjust-
ments have been nmade. |f the conparable gross services margi n earned by unrel ated
parties in providing such agent services is 3% of total fees charged in Conpany B's
rel evant uncontrolled transactions, then the appropriate gross services profit that
Conpany B may retain as conpensation for performing an internediary function (and
the amount, therefore, that is deducted fromthe applicable uncontrolled price to
arrive at the armis length price that Conpany A may charge Conpany B for perfornng
consul ting services on Conpany B's behalf) is equal to this conparable gross ser-
vices margin (3%, nultiplied by the applicable uncontrolled price charged by Com
pany Bin its contract to provide services to the uncontrolled party.

Exanpl e 5. External conparable. (i) The facts are the sanme as in Exanple 4, except
that neither Conpany A nor Conpany B engages in transactions with third parties
that facilitate sinmlar consulting engagenents.

(ii) Analysis of the relative contributions of Conpanies A and B in obtaining and
undertaki ng the contract indicates that Conpany B's role was primarily to facili-
tate the consulting arrangenent between Conpany A and the Country X client. Al-
though no reliable internal data are avail able regardi ng conparabl e transacti ons
with uncontrolled entities, reliable data exist regarding comm ssion rates for
simlar facilitating services between uncontrolled parties. These data indicate
that a 3% conm ssion (3% of total engagenent fee) is charged in such transactions.
Information regardi ng the uncontrolled conmparables is sufficiently conplete to con-
clude that it is likely that all material differences between the controlled and
uncontroll ed transacti ons have been identified and adjusted for. If the appropriate
gross services profit margin is 3% of total fees, then an arms length result of
the controlled services transaction is for Conpany B to retain an ambunt equal to
3% of total fees paid to it.

(e) Cost of services plus nethod--(1) In general. The cost of services plus nethod
eval uates whether the anmpunt charged in a controlled services transaction is arnis
I ength by reference to the gross services profit markup realized in conparabl e un-
controlled transactions. The cost of services plus nethod is ordinarily used in
cases where the controlled service renderer provides the same or simlar services
to both controlled and uncontrolled parties. This nmethod is ordinarily not used in
cases where the controlled services transaction involves a contingent-paynment ar-
rangenment, as described in paragraph (i)(2) of this section.

(2) Determnation of armis length price--(i) In general. The cost of services plus
met hod neasures an arnls length price by adding the appropriate gross services
profit to the controlled taxpayer's conparabl e transacti onal costs.

(ii) Appropriate gross services profit. The appropriate gross services profit is
conputed by multiplying the controll ed taxpayer's conparable transactional costs by
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the gross services profit *38858 markup, expressed as a percentage of the conpara-
bl e transactional costs earned in conparable uncontrolled transactions.

(iii) Conparable transactional costs. Conparable transactional costs consist of
the costs of providing the services under review that are taken into account as the
basis for determi ning the gross services profit markup in conparable uncontrolled
transactions. Depending on the facts and circunstances, such costs typically in-
clude all conpensation attributable to enployees directly involved in the perform
ance of such services, materials and supplies consuned or nmade avail able in render-
i ng such services, and may include as well other costs of rendering the services.
Conpar abl e transacti onal costs nust be determined on a basis that will facilitate
conparison with the conparabl e uncontrolled transactions. For that reason, conpara-
bl e transacti onal costs may not necessarily equal total services costs, as defined
in paragraph (j) of this section, and in appropriate cases may be a subset of tota
services costs. Generally accepted accounting principles or Federal income tax ac-
counting rules (where Federal inconme tax data for conparable transactions or busi-
ness activities are available) nmay provide useful guidance but will not concl u-
sively establish the appropriate conparable transacti onal costs for purposes of
this method.

(iv) Armis length range. See § 1.482-1(e)(2) for determ nation of an arm s |ength
range.

(3) Conparability and reliability considerations--(i) In general. Whether results
derived fromthe application of this nethod are the npost reliable neasure of the
arms length result nust be determ ned using the factors described under the best
method rule in § 1.482-1(c).

(ii) Conparability--(A) Functional conparability. The degree of conparability be-
tween controlled and uncontroll ed transactions is deternined by applying the conpa-
rability provisions of 8§ 1.482-1(d). A service renderer's gross services profit
provi des conpensation for perform ng services related to the controlled services
transaction under review, including an operating profit for the service renderer's
i nvestment of capital and assunptions of risks. Therefore, although all of the fac-
tors described in § 1.482-1(d)(3) must be considered, conparability under this
method is particularly dependent on simlarity of services or functions perforned,
ri sks borne, intangible property (if any) used in providing the services or func-
tions, and contractual terns, or adjustnents to account for the effects of any such
di fferences. If possible, the appropriate gross services profit markup should be
derived from conparabl e uncontroll ed transactions of the same taxpayer participat-
ing in the controlled services transaction because siml|ar characteristics are nore
likely to be found anong services provided by the same service provider than anong
services provided by other service providers. In the absence of such services
transactions, an appropriate gross services profit markup nay be derived fromcom
par abl e uncontroll ed services transactions of other service providers. If the ap-
propriate gross services profit markup is derived from conparabl e uncontrolled ser-
vi ces transactions of other service providers, in evaluating conparability the con-
trolled taxpayer nust consider the results under this nethod expressed as a markup
on total services costs of the controlled taxpayer, because differences in func-
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tions perfornmed may be reflected in differences in service costs other than those
i ncluded in conparable transactional costs.

(B) Oher conparability factors. Conparability under this nmethod is | ess dependent
on close simlarity between the services provided than under the conparabl e uncon-
trolled services price nmethod. Substantial differences in the services may, how
ever, indicate significant functional differences between the controlled and uncon-
trolled taxpayers. Thus, it ordinarily would be expected that the controlled and
uncontrol l ed transactions woul d invol ve services of the sanme general type (for ex-
anpl e, information-technol ogy systens design). Furthernmore, if a significant anpunt
of the controlled taxpayer's conparable transactional costs consists of service
costs incurred in a tax accounting period other than the tax accounting period un-
der review, the reliability of the analysis would be reduced. In addition, signifi-
cant differences in the value of the services rendered, due for exanple to the use
of valuable intangible property, may also affect the reliability of the conparison
Finally, the reliability of profit measures based on gross services profit may be
adversely affected by factors that have | ess effect on prices. For exanple, gross
services profit may be affected by a variety of other factors, including cost
structures or efficiency-related factors (for exanple, differences in the |evel of
experience of the enpl oyees perfornming the service in the controlled and uncon-
trolled transactions). Accordingly, if material differences in these factors are
identified based on objective evidence, the reliability of the analysis may be af-
fected.

(C) Adjustnents for differences between the controlled and uncontrolled transac-
tions. If there are material differences between the controlled and uncontroll ed
transactions that would affect the gross services profit markup, adjustnments should
be made to the gross services profit markup earned in the conparable uncontrolled
transaction according to the provisions of § 1.482- 1(d)(2). For this purpose, con-
si deration of the conparable transactional costs associated with the functions per-
formed and risks assuned may be necessary, because differences in the functions
performed are often reflected in these costs. If there are differences in functions
performed, however, the effect on gross services profit of such differences is not
necessarily equal to the differences in the amunt of related conparable transac-
tional costs. Specific exanples of the factors that may be particularly relevant to
this nmethod include--

(1) The conplexity of the services;
(2) The duration or quantitative neasure of services;

(3) Contractual terns (for exanple, scope and terns of warranties or guarantees
provi ded, volune, credit and paynent terns, allocation of risks, including any con-
ti ngent-paynent terns);

(4) Econonic circunstances; and

(5) Risks borne.
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(iii) Data and assunptions--(A) In general. The reliability of the results derived
fromthe cost of services plus nethod is affected by the conpl eteness and accuracy
of the data used and the reliability of the assunptions made to apply this nethod.
See § 1.482-1(c) (Best nethod rule).

(B) Consistency in accounting. The degree of consistency in accounting practices
between the controlled transaction and the uncontrolled conparables that materially
affect the gross services profit markup affects the reliability of the results un-
der this nethod. Thus, for exanple, if differences in cost accounting practices
woul d nmaterially affect the gross services profit markup, the ability to nake reli-
abl e adjustnments for such differences would affect the reliability of the results
obt ai ned under this nethod. Further, reliability under this nmethod depends on the
extent to which the controlled and uncontrolled transactions reflect consistent re-
porting of conparable transactional costs. For purposes of this paragraph
(e)(3)(iii)(B), the term conparable transactional costs includes the cost of ac-
quiring tangi ble *38859 property that is transferred (or used) with the services,
to the extent that the arm s length price of the tangible property is not sepa-
rately evaluated as a controlled transacti on under another provision.

(4) Exanples. The principles of this paragraph (e) are illustrated by the foll ow
i ng exanpl es:

Exanpl e 1. Internal conparable. (i) Conpany A designs and assenbl es information-
t echnol ogy networks and systens. \When Conpany A renders services for uncontrolled
parties, it receives conpensation based on tinme and materials as well as certain
other related costs necessary to conplete the project. This fee includes the cost
of hardware and software purchased from uncontrolled vendors and i ncorporated in
the final network or system plus a reasonable allocation of certain specified
overhead costs incurred by Conpany A in providing these services. Reliable account-
ing records mai ntai ned by Conpany A indicate that Conpany A earned a gross services
profit markup of 10%on its tinme, materials and specified overhead in providing de-
sign services during the year under exami nation on information technol ogy projects
for uncontrolled entities.

(ii) Conpany A designed an information-technology network for its Country X sub-
sidi ary, Conpany B. The services rendered to Conpany B are simlar in scope and
conplexity to services that Conpany A rendered to uncontrolled parties during the
year under exam nation. Using Conmpany A's accounting records (which are determ ned
to be reliable under paragraph (e)(3) of this section), it is possible to identify
the conparabl e transactional costs involved in the controlled services transaction
with reference to the costs incurred by Conpany A in rendering simlar design ser-
vices to uncontrolled parties. Conpany A's records indicate that it does not incur
any additional types of costs in rendering simlar services to uncontrolled custom
ers. The data available are sufficiently conplete to conclude that it is likely
that all material differences between the controlled and uncontrolled transactions
have been identified and adjusted for. Based on the gross services profit markup
data derived from Conpany A's uncontrolled transactions involving simlar design
services, an arm s length result for the controlled services transaction is equa
to the price that will allow Conpany A to earn a 10% gross services profit markup
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on its conparabl e transactional costs.

Exanple 2. Inability to adjust for differences in conparabl e transactional costs.
The facts are the sane as in Exanple 1, except that Conpany A's staff that rendered
the services to Conpany B consisted primarily of engineers in training status or on
tenporary rotation from other Conmpany A subsidiaries. In addition, the Conpany B
network i ncorporated innovative features, including specially designed software
suited to Conpany B's requirenents. The use of | ess-experienced personnel and staff
on tenporary rotation, together with the special features of the Conpany B network
significantly increased the time and costs associated with the project as conpared
to time and costs associated with simlar projects conpleted for uncontrolled cus-
tomers. These factors constitute material differences between the controlled and
the uncontroll ed transactions that affect the determ nation of Conpany A s conpara-
bl e transactional costs associated with the controlled services transaction, as
wel |l as the gross services profit markup. Mreover, it is not possible to perform
reliable adjustnents for these differences on the basis of the avail able accounting
data. Under these circunstances, the reliability of the cost of services plus
nmet hod as a neasure of an armis length price is substantially reduced.

Example 3. Operating |oss by reference to total services costs. The facts and
anal ysis are the sane as in Exanple 1, except that an unrel ated Conpany C, instead
of Conpany A, renders simlar services to uncontrolled parties and publicly avail -
able information indicates that Conpany C earned a gross services profit markup of
10%on its tine, materials and certain specified overhead in providing those ser-
vices. As in Exanmple 1, Conpany A still provides services for its Country X sub-
sidiary, Conpany B. In accordance with the requirenments in paragraph (e)(3)(ii) of
this section, the taxpayer perforns additional analysis and restates the results of
Conpany A's controlled services transaction with its Country X subsidiary, Conpany
B, in the formof a markup on Conpany A's total services costs. This analysis by
reference to total services costs shows that Conpany A generated an operating | oss
on the controlled services transaction, which indicates that functional differences
likely exist between the controlled services transaction perforned by Conpany A and
uncontrol |l ed services transactions performed by Conmpany C, and that these differ-
ences may not be reflected in the conparable transactional costs. Upon further
scrutiny, the presence of such functional differences between the controlled and
uncontrol l ed transactions may indicate that the cost of services plus nmethod does
not provide the nost reliable nmeasure of an arm s length result under the facts and
ci rcunst ances.

Exanpl e 4. Internal conparable. (i) Conpany A, a U S. corporation, and its sub-
sidiaries performconputer consulting services relating to systens integration and
net wor ki ng for business clients in various countries. Conpany A and its subsidi ar-

i es render only consulting services and do not manufacture or distribute conputer
har dware or software to clients. The controlled group is organized according to in-
dustry specialization, with key industry specialists working for Conpany A. These
personnel typically formthe core consulting group that teans with consultants from
the local -country subsidiaries to serve clients in the subsidiaries' respective
countries.
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(ii) On some occasions, Conpany A and its subsidiaries undertake engagenents di-
rectly for clients. On other occasions, they work as subcontractors for uncon-
trolled parties on nore extensive consulting engagements for clients. In undertak-
ing the latter engagenents with third-party consultants, Conpany A typically prices
its services at four tines the conpensation costs of its consultants, defined as
the consultants' base salary plus estimated fringe benefits, as defined in this ta-
bl e:

Cat egory Rat e
Proj ect managers .. $100 per hour.
Technical staff ... 75 per hour.

(iii) I'n uncontrolled transactions, Conmpany A also charges the custoner, at no
mar kup, for out-of-pocket expenses such as travel, |odging, and data acquisition
charges. Thus, for exanple, a project involving 100 hours of tinme from project man-
agers, and 400 hours of technical staff tinme would result in total conpensation
costs to Conpany A of (100 hrs. x $100/hr.) + (400 hrs. x $75/hr.) = $10,000 +
$30, 000 = $40, 000. Applying the markup of 300% the total fee charged would thus be
(4 x $40,000), or $160,000, plus out-of-pocket expenses.

(iv) Conpany B, a Country X subsidiary of Conpany A, contracts to render consult-
ing services to a Country X client in the banking industry. In undertaking this en-
gagenent, Conpany B uses its own consultants and al so uses the services of Conpany
A project managers and technical staff that specialize in the banking industry for
75 hours and 380 hours, respectively. The data available are sufficiently conplete
to conclude that it is likely that all nmaterial differences between the controlled
and uncontrol |l ed transactions have been identified and adjusted for. Based on reli-
abl e data concerning the conpensation costs to Conpany A, an arm s length result
for the controlled services transaction is equal to $144,000. This is calcul ated as
follows: [4 x (75 hrs. x $100/hr.)] + [4 x (380 hrs. x $75/hr.)] = $30,000 +
$114, 000 = $144,000, reflecting a 300% markup on the total conpensation costs for
Conpany A project managers and technical staff. In addition, consistent with Com
pany A's pricing of uncontrolled transactions, Conmpany B nust rei nburse Conpany A
for appropriate out-of-pocket expenses incurred in perform ng the services.

(f) Conparable profits nmethod--(1) In general. The conparable profits nethod

eval uates whet her the ampunt charged in a controlled transaction is arms |ength,
based on objective neasures of profitability (profit level indicators) derived from
uncontrol l ed taxpayers that engage in simlar business activities under simlar
circunstances. The rules in 8 1.482-5 relating to the conparable profits method ap-
ply to controlled services transactions, except as nodified in this paragraph (f).

(2) Determ nation of armis length result--(i) Tested party. This paragraph (f) ap-
plies where the relevant business activity of the tested party as determ ned under
§ 1.482-5(b)(2) is the rendering of services in a controlled services transaction
VWere the tested party determned under § 1.482-5(b)(2) is instead the recipient of
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the controll ed *38860 services, the rules under this paragraph (f) are not applica-
ble to determine the armis length result.

(ii) Profit level indicators. In addition to the profit level indicators provided
in § 1.482-5(b)(4), a profit level indicator that may provide a reliable basis for
conmparing operating profits of the tested party involved in a controlled services
transaction and uncontrol |l ed conparables is the ratio of operating profit to tota
servi ces costs (as defined in paragraph (j) of this section).

(iii) Conparability and reliability considerations--Data and assunptions-- Consis-
tency in accounting. Consistency in accounting practices between the rel evant busi -
ness activity of the tested party and the uncontroll ed service providers is par-
ticularly inportant in determning the reliability of the results under this
met hod, but |ess than in applying the cost of services plus nethod. Adjustnents may
be appropriate if materially different treatnent is applied to particul ar cost
items related to the rel evant business activity of the tested party and the uncon-
trolled service providers. For exanple, adjustnents may be appropriate where the
tested party and the uncontrol |l ed conparabl es use inconsistent approaches to clas-
sify simlar expenses as "cost of goods sold" and "selling, general, and adm nis-
trati ve expenses." Although distinguishing between these two categories may be dif-
ficult, the distinction is less inportant to the extent that the ratio of operating
profit to total services costs is used as the appropriate profit Ievel indicator
Det er mi ni ng whet her adjustnents are necessary under these or simlar circunstances
requi res thorough analysis of the functions performed and consideration of the cost
accounting practices of the tested party and the uncontroll ed conparables. O her
adj ustnments as provided in 8§ 1.482-5(c)(2)(iv) may al so be necessary to increase
the reliability of the results under this nethod.

(3) Exanples. The principles of this paragraph (f) are illustrated by the foll ow
i ng exanpl es:

Exanple 1. Ratio of operating profit to total services costs as the appropriate
profit level indicator. (i) A Country T parent firm Conpany A, and its Country Y
subsi di ary, Conpany B, both engage in manufacturing as their principal business ac-
tivity. Conpany A also performs certain advertising services for itself and its af-
filiates. In year 1, Conpany A renders advertising services to Conpany B.

(ii) Based on the facts and circunstances, it is determ ned that the conparable
profits method will provide the nost reliable nmeasure of an arm s length result.
Conmpany A is selected as the tested party. No data are available for comparable in-
dependent manufacturing firms that render advertising services to third parties.

Fi nanci al data are avail able, however, for ten independent firns that render sim -

| ar advertising services as their principal business activity in Country X. The ten
firms are determ ned to be conparable under § 1.482-5(c). Neither Conpany A nor the
conpar abl e conpani es use val uabl e intangi ble property in rendering the services.

(iii) Based on the available financial data of the conparable conpanies, it cannot
be determ ned whet her these conparabl e conpanies report costs for financial ac-
counting purposes in the same nanner as the tested party. The publicly available
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financial data of the conparabl e conpani es segregate total services costs into cost
of goods sold and sal es, general and adm nistrative costs, with no further segnen-
tation of costs provided. Due to the limted information avail able regarding the
cost accounting practices used by the conparable conpanies, the ratio of operating
profits to total services costs is deternmined to be the nost appropriate profit

| evel indicator. This ratio includes total services costs to mnimze the effect of
any inconsistency in accounting practices between Conpany A and the conparable com
pani es.

Exanpl e 2. Application of the operating profit to total services costs profit

I evel indicator. (i) Conpany A is a foreign subsidiary of Conpany B, a U S. corpo-
rati on. Conmpany B is under exam nation for its year 1 taxable year. Conpany B ren-
ders nmanagenent consulting services to Conpany A Conpany B's consulting function
i ncl udes anal yzi ng Conpany A' s operations, benchmarking Conmpany A s financial per-
formance agai nst conpanies in the same industry, and to the extent necessary, de-
vel oping a strategy to inprove Conpany A's operational performnce. The accounting
records of Conpany B allow reliable identification of the total services costs of
the consulting staff associated with the nanagenent consulting services rendered to
Conmpany A. Conpany A reinburses Conpany B for its costs associated with rendering
the consulting services, with no markup

(ii) Based on all the facts and circunstances, it is determ ned that the conpara-
ble profits method will provide the nost reliable nmeasure of an arm s length re-
sult. Conpany B is selected as the tested party, and its rendering of managenent
consulting services is identified as the rel evant business activity. Data are
avail able fromten domestic conpanies that operate in the industry segnment involv-
i ng managenent consulting and that perform activities conparable to the rel evant
busi ness activity of Conpany B. These conparables include entities that primarily
per f orm management consulting services for uncontrolled parties. The conparabl es
incur simlar risks as Conpany B incurs in performng the consulting services and
do not nmke use of valuable intangible property or special processes.

(iii) Based on the avail able financial data of the conparables, it cannot be de-
term ned whet her the conparables report their costs for financial accounting pur-
poses in the sane manner as Conpany B reports its costs in the rel evant business
activity. The avail able financial data for the conparables report only an aggregate
figure for costs of goods sold and operating expenses, and do not segment the un-
derlying services costs. Due to this limtation, the ratio of operating profits to
total services costs is determ ned to be the nost appropriate profit |evel indica-
tor.

(iv) For the taxable years 1 through 3, Company B shows the follow ng results for
the services perforned for Conpany A

Year 1 Year 2 Year 3 Aver age
Revenues .............. 1, 200,000 .. 1,100,000 .. 1,300,000 .. 1,200,000
Cost of Goods Sold ...... 100,000 .... 100,000 NA ............. 66, 667
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Oper ati ng Expenses .... 1,100,000 .. 1,000,000 .. 1,300,000 .. 1,133,333
Operating Profit .............. O .......... O .......... O .......... 0

(v) After adjustments have been nade to account for identified material differ-
ences between the rel evant business activity of Conpany B and the conparables, the
average ratio for the taxable years 1 through 3 of operating profit to total ser-
vices costs is calculated for each of the uncontrolled service providers. Applying
each ratio to Conpany B's average total services costs fromthe rel evant business
activity for the taxable years 1 through 3 would lead to the followi ng conparable
operating profit (COP) for the services rendered by Conpany B:

Uncontrol | ed service OP/ Tot al Conpany B
provi der service costs
(percent) corP

Conpany 1 ......... .. ..., 15.75 .. $189, 000
Conpany 2 ... 15.00 .... 180, 000
Conpany 3 ... ... .. 14.00 .... 168, 000
Conpany 4 ........ ... 13.30 .... 159,600
Conpany 5 ........ ... .. . .. . .. ... 12.00 .... 144,000
Conpany 6 ......... .. ... 11.30 .... 135,600
Conpany 7 ... ... ... 11.25 .... 135,000
Conpany 8 ....... ... ..., 11.18 .... 134,160
Conpany 9 ........... ..., 11.11 .... 133,320
Conpany 10 ........... .. ..., 10.75 .... 129, 000

*38861 (vi) The avail able data are not sufficiently conplete to conclude that it
is likely that all material differences between the rel evant business activity of
Conmpany B and the conparabl es have been identified. Therefore, an armis length
range can be established only pursuant to § 1.482-1(e)(2)(iii)(B). The arm s length
range is established by reference to the interquartile range of the results as cal -
cul ated under § 1.482- 1(e)(2)(iii)(C), which consists of the results ranging from
$168, 000 to $134,160. Conpany B's reported average operating profit of zero ($0)
falls outside this range. Therefore, an allocation nmay be appropriate.

(vii) Because Conpany B reported income of zero, to deternine the amount, if any,
of the allocation, Conpany B' s reported operating profit for year 3 is conpared to
t he conparabl e operating profits derived fromthe conparables' results for year 3.
The ratio of operating profit to total services costs in year 3 is calculated for
each of the conparables and applied to Conpany B's year 3 total services costs to
derive the follow ng results:

Uncontrol |l ed service OP/ Tot al Conpany B
provi der service costs
(for year 3)
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(percent) corP
Conpany 1 ......... ..., 15.00 .. $195,000
Conpany 2 ......... . 14.75 .... 191,750
Conpany 3 ....... .. ... 14.00 .... 182,000
Conmpany 4 . ... . .. .. 13.50 .... 175,500
Conpany 5 ... ... ... .. . .. 12.30 .... 159, 900
Conpany 6 .......... ... 11.05 .... 143,650
Conpany 7 ... 11.03 .... 143,390
Conpany 8 ........... ..., 11.00 .... 143,000
Company 9 ........ ... .. .. .. ... 10.50 .... 136,500
Conpany 10 ........... ..., 10.25 .... 133,250

(viii) Based on these results, the nedian of the conparable operating profits for
year 3 is $151,775. Therefore, Conpany B's incone for year 3 is increased by
$151, 775, the difference between Conpany B's reported operating profit for year 3
of zero and the nedian of the conparabl e operating profits for year 3.

Exanple 3. Material difference in accounting for stock-based conpensation. (i)
Taxpayer, a U S. corporation the stock of which is publicly traded, perforns con-
trolled services for its wholly-owned subsidiaries. The armis |length price of these
controll ed services is eval uated under the conparable profits nethod for services
in paragraph (f) of this section by reference to the net cost plus profit |evel in-
di cator (PLI). Taxpayer is the tested party under paragraph (f)(2)(i) of this sec-
tion. The Conmi ssioner identifies the nost narrowWy identifiable business activity
of the tested party for which data are avail able that incorporate the controlled
transaction (the rel evant business activity). The Comm ssioner also identifies four
uncontrol | ed donestic service providers, Conpanies A, B, C and D, each of which
performs exclusively activities simlar to the rel evant business activity of Tax-
payer that is subject to analysis under paragraph (f) of this section. The stock of
Conpanies A, B, C, and Dis publicly traded on a U S. stock exchange. Assune that
Taxpayer nmekes an election to apply these regulations to earlier taxable years.

(ii) Stock options are granted to the enpl oyees of Taxpayer that engage in the

rel evant business activity. Assune that, as determ ned under a nethod in accordance
with U S. generally accepted accounting principles, the fair value of such stock
options attributable to the enployees' performance of the rel evant business activ-
ity is 500 for the taxable year in question. In evaluating the controlled services,
Taxpayer includes salaries, fringe benefits, and rel ated conpensation of these em
pl oyees in "total services costs,” as defined in paragraph (j) of this section
Taxpayer does not include any anmount attributable to stock options in total ser-
vices costs, nor does it deduct that ampunt in determining "reported operating
profit" within the nmeaning of § 1.482-5(d)(5), for the year under exam nation

(iii) Stock options are granted to the enpl oyees of Conpanies A, B, C, and D. Un-
der a fair value method in accordance with U S. generally accepted accounting prin-
ci ples, the conparables include in total conpensation the value of the stock op-
tions attributable to the enpl oyees' performance of the rel evant business activity
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for the annual financial reporting period, and treat this ampunt as an expense in
determ ning operating profit for financial accounting purposes. The treatnment of
enpl oyee stock options is sunmarized in the follow ng table:

Sal ari es and ot her Stock options fair St ock options
non- opti on conpensation val ue expensed
Taxpayer . ... 1,000 ............... 500 ......... ... ..., 0
Company A . ... .. . 7,000 ............. 2,000 ............ 2,000
Conpany B ....... ... ... ... . .. . .. ... 4,300 ........ ... ..., 250 ... 250
Company C .......... . ... v 12,000 ............. 4,500 ............ 4, 500
Company D ....... ... ... ........ 15,000 ............. 2,000 ............ 2,000

(iv) A mterial difference in accounting for stock-based conpensation (wthin
the neaning of § 1.482-7T(d)(3)(i)) exists. Analysis indicates that this difference
woul d materially affect the nmeasure of an arm s Iength result under this paragraph
(f). I'n making an adjustnent to inprove conparability under 8§ 1.482-1(d)(2) and
1.482-5(c)(2)(iv), the Comm ssioner includes in total services costs of the tested
party the total conpensation costs of 1,500 (including stock option fair value). In
addition, the Comm ssioner calculates the net cost plus PLI by reference to the fi-
nanci al - accounti ng data of Conpanies A B, C, and D, which take into account com
pensatory stock options.

Exanple 4. Material difference in utilization of stock-based conpensation.
(i) The facts are the same as in paragraph (i) of Exanple 3.

(ii) No stock options are granted to the enpl oyees of Taxpayer that engage in the
rel evant business activity. Thus, no deduction for stock options is nade in deter-
m ning "reported operating profit™ (within the nmeaning of 8§ 1.482- 5(d)(5)) for the
t axabl e year under exam nati on.

(iii) Stock options are granted to the enpl oyees of Conpanies A, B, C, and D, but
none of these conpani es expense stock options for financial accounting purposes.
Under a method in accordance with U S. generally accepted accounting principles,
however, Conpanies A, B, C, and D disclose the fair value of the stock options for
financi al accounting purposes. The utilization and treatnent of enployee stock op-
tions is summarized in the foll ow ng table:

Sal ari es and ot her non-option Stock options fair St ock options

conpensati on val ue expensed
Taxpayer . ... ... 1,000 ...... ... ..., 0 NA
Conpany A ... .. ... 7,000 ... ... 2,000 ............ 0
Conmpany B ... ... ... 4,300 ... 250 ... 0
Company C ... ... . e 12,000 .............. 4,500 ............ 0
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*38862 (iv) A material difference in the utilization of stock-based conpensation
(within the neaning of § 1.482-7T(d)(3)(i)) exists. Analysis indicates that these
differences would materially affect the measure of an arm s length result under
this paragraph (f). In evaluating the conparable operating profits of the tested
party, the Comm ssioner uses Taxpayer's total services costs, which include tota
conpensation costs of 1,000. In considering whether an adjustnent is necessary to
i mprove conparability under 88 1.482- 1(d)(2) and 1.482-5(c)(2)(iv), the Conm s-
si oner recognizes that the total conpensation provided to enpl oyees of Taxpayer is
conparable to the total conpensation provided to enpl oyees of Conpanies A B, C,
and D. Because Conpanies A, B, C, and D do not expense stock-based conpensation for
financi al accounting purposes, their reported operating profits nust be adjusted in
order to inprove comparability with the tested party. The Comn ssi oner increases
each conparable's total services costs, and al so reduces its reported operating
profit, by the fair value of the stock-based conpensation incurred by the conpara-
bl e conpany.

(v) The adjustnments to the data of Conpanies A, B, C, and D described in paragraph
(iv) of this Exanple 4 are summarized in the follow ng table:

[Note: The following TABLE/FORMis too wide to be displayed on one screen
You nmust print it for a neaningful review of its contents. The table has been
divided into nultiple pieces with each piece containing information to help you
assenble a printout of the table. The information for each piece includes: (1)
a three line nessage preceding the tabular data showing by line # and
character # the position of the upper |eft-hand corner of the piece and the
position of the piece within the entire table; and (2) a nuneric scale
foll owing the tabul ar data displaying the character positions.]
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begi ns at character

Sal ari es and St ock Tot a
ot her options services
non- opti on fair costs
conpensati on val ue
(A

............. 7,000 ...... 2,000 ...... 25,000
............. 4,300 ........ 250 ...... 12,500
............ 12,000 ...... 4,500 ...... 36,000 .
............ 15,000 ...... 2,000 ...... 27,000
............. 7,000 ...... 2,000 ...... 27,000
............. 4,300 ........ 250 ...... 12,750
............ 12,000 ...... 4,500 ...... 40,500
............ 15,000 ...... 2,000 ...... 29,000
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Operating
profit
(B)
....... 6, 000
....... 2,500
...... 11, 000
....... 7,000
....... 4,000
....... 2,250
....... 6, 500
....... 5, 000
+ 70....+
Wor ks.
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Exanple 5. Non-nmaterial difference in utilization of stock-based conpensati on.
(i) The facts are the sane as in paragraph (i) of Exanple 3.

(ii) Stock options are granted to the enpl oyees of Taxpayer that engage in the

rel evant business activity. Assune that, as determ ned under a nethod in accordance
with U S. generally accepted accounting principles, the fair value of such stock
options attributable to the enployees' performance of the rel evant business activ-
ity is 50 for the taxable year. Taxpayer includes salaries, fringe benefits, and
all other conpensation of these enployees (including the stock option fair val ue)
in "total services costs,"” as defined in paragraph (j) of this section, and deducts
these amounts in determning "reported operating profit" within the meaning of §
1.482-5(d)(5), for the taxable year under exam nati on.

(iii) Stock options are granted to the enpl oyees of Conpanies A, B, C, and D, but
none of these conpani es expense stock options for financial accounting purposes.
Under a method in accordance with U S. generally accepted accounting principles,
however, Conpanies A, B, C, and D disclose the fair value of the stock options for
financi al accounting purposes. The utilization and treatnent of enployee stock op-
tions is summarized in the foll ow ng table:

Sal ari es and ot her non-option St ock options St ock options
conpensati on fair val ue expensed
Taxpayer ... ... 1,000 ............... 50 ... 50
Conpany A ... .. 7,000 ..., 100 ... .. 0
Conpany B ... ... .. . ... 4,300 ............... 40 ... 0
Conpany C ... .. 12,000 .............. 130 .. 0
Conmpany D ......... . .. i, 15,000 ............... 5 .o 0

(iv) Analysis of the data reported by Conpanies A, B, C, and D indicates that an
adjustnent for differences in utilization of stock-based conpensati on woul d not
have a material effect on the determnation of an arm s |ength result.

[Note: The following TABLE/FORMis too wide to be displayed on one screen
You nust print it for a meaningful review of its contents. The table has been
divided into nultiple pieces with each piece containing information to help you
assenble a printout of the table. The information for each piece includes: (1)
a three line nessage preceding the tabular data showing by line # and
character # the position of the upper |eft-hand corner of the piece and the
position of the piece within the entire table; and (2) a nuneric scale
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following the tabul ar data displaying the character positions.]
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begi ns at character

Sal ari es and St ock Tot a
ot her options services
non- opti on fair costs
conpensati on val ue
(A
............. 7,000 ........ 100 ...... 25,000
............. 4,300 ......... 40 ...... 12,500
............ 12,000 ........ 130 ...... 36,000
............ 15,000 ......... 75 ...... 27,000
............. 7,000 ........ 100 ...... 25,100
............. 4,300 ......... 40 ...... 12,540
............ 12,000 ........ 130 ...... 36,130
............ 15,000 ......... 75 ...... 27,075
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(v) Under the circunmstances, the difference in utilization of stock-based conpen-
sation would not materially affect the determination of the arms length result un-
der this paragraph (f). Accordingly, in calculating the net cost plus PLI, no com
parability *38863 adjustnment is made to the data of Companies A, B, C, or D pursu-
ant to 88 1.482-1(d)(2) and 1.482- 5(c)(2)(iv).

Exanple 6. Material difference in conparables' accounting for stock-based conpen-
sation. (i) The facts are the sanme as in paragraph (i) of Exanple 3.

(ii) Stock options are granted to the enpl oyees of Taxpayer that engage in the

rel evant business activity. Assume that, as determ ned under a nethod in accordance
with U S. generally accepted accounting principles, the fair value of such stock
options attributable to enployees' performance of the rel evant business activity is
500 for the taxable year. Taxpayer includes salaries, fringe benefits, and al

ot her conpensati on of these enployees (including the stock option fair value) in
"total services costs," as defined in paragraph (j) of this section, and deducts
these amobunts in deternmining "reported operating profit" (within the meaning of §
1.482-5(d)(5)) for the taxable year under exam nation

(iii) Stock options are granted to the enpl oyees of Conpanies A, B, C, and D. Com
pani es A and B expense the stock options for financial accounting purposes in ac-
cordance with U. S. generally accepted accounting principles. Conpanies C and D do
not expense the stock options for financial accounting purposes. Under a nethod in
accordance with U S. generally accepted accounting principles, however, Conpanies C
and D disclose the fair value of these options in their financial statenents. The
utilization and accounting treatnent of options are depicted in the follow ng ta-
bl e:

Sal ary and ot her non-option Stock options fair St ock options
conpensati on val ue expensed
Taxpayer .. ... .. 1,000 ......... ..., 500 ............ 500
Conpany A ... ... 7,000 .............. 2,000 .......... 2,000
Conpany B ....... .. .. ... ... 4,300 ............. ... 250 ... 250
Conpany C ....... ... ... 12,000 .............. 4,500 .............. 0
Conpany D ....... ... ... ... .. .. ... 15,000 .............. 2,000 ...... ..., 0

(iv) A mterial difference in accounting for stock-based conpensation (wthin
the meaning of § 1.482-7T(d)(3)(i)) exists. Analysis indicates that this difference
woul d materially affect the nmeasure of the arnis length result under paragraph (f)
of this section. In evaluating the conparable operating profits of the tested
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party, the Conm ssioner includes in total services costs Taxpayer's total conpensa-
tion costs of 1,500 (including stock option fair value of 500). In considering

whet her an adjustnent is necessary to inmprove conparability under 88 1.482-1(d)(2)

and 1.482-5(c)(2)(iv), the Comm ssioner recognizes that the total enployee conpen-

sation (including stock options provided by Taxpayer and Conpanies A B, C, and D)

provides a reliable basis for conparison. Because Conpani es A and B expense stock-

based conpensation for financial accounting purposes, whereas Conpanies C and D do
not, an adjustnent to the conparables' operating profit is necessary. |In conputing

the net cost plus PLI, the Comnm ssioner uses the financial-accounting data of Com

panies A and B, as reported. The Comm ssioner increases the total services costs of
Conpanies C and D by anounts equal to the fair value of their respective stock op-

tions, and reduces the operating profits of Conpanies C and D accordingly.

(v) The adjustnents described in paragraph (iv) of this Exanple 6 are depicted in
the followi ng table. For purposes of illustration, the unadjusted data of Conpanies
A and B are al so included.

[Note: The following TABLE/FORMis too wide to be displayed on one screen
You nust print it for a nmeaningful review of its contents. The table has been
di vided into nmultiple pieces with each piece containing information to help you
assenble a printout of the table. The information for each piece includes: (1)
a three line nmessage preceding the tabular data showing by line # and
character # the position of the upper |eft-hand corner of the piece and the
position of the piece within the entire table; and (2) a nuneric scale
following the tabular data displaying the character positions.]

© 2009 Thonson Reuters. No Claimto Orig. US Gov. Wbrks.



74 FR 38830-01 Page 102
74 FR 38830-01, 2009 WL 2365176 (F.R.)
(Cite as: 74 FR 38830)

LR R R R SRR SRS EREEEREEEEEEEREEEEREEEEREEEEEEREREEEREEEREEEEEEEREEEEEEREESEEREE SRR SRR E SRR SRS S

**kxxx%xx* This is piece 1. -- It begins at character 1 of table line 1. ****x*xx

EREE R R R R R R R R R R R R S I R I R R

Sal ari es and St ock Tot al Operating
ot her options services profit
non- opti on fair costs
conpensati on val ue
(A (B)
Per financia
statenents:
Conpany A .................. 7,000 ...... 2,000 ...... 27,000 ........ 4,000
Conpany B .................. 4,300 ........ 250 ...... 12,750 ........ 2,250
As adj ust ed:
Conmpany C ................. 12,000 ...... 4,500 ...... 40,500 ........ 6, 500
Conpany D ................. 15,000 ...... 2,000 ...... 29,000 ........ 5, 000
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(g) Profit split method--(1) In general. The profit split nethod eval uates whet her
the allocation of the conbined operating profit or loss attributable to one or nore
controlled transactions is arms length by reference to the relative val ue of each
control | ed taxpayer's contribution to that conbi ned operating profit or loss. The
relative value of each controlled taxpayer's contribution is determ ned in a manner
that reflects the functions performed, risks assuned and resources enployed by such
controll ed taxpayer in the relevant business activity. For application of the
profit split nethod (both the conparable profit split and the residual profit
split), see § 1.482-6. The residual profit split method nay not be used where only
one controlled taxpayer nmakes significant nonroutine contributions.

(2) Exanples. The principles of this paragraph (g) are illustrated by the foll ow
i ng exanpl es:

Exanmpl e 1. Residual profit split. (i) Conpany A, a corporation resident in Country
X, auctions spare parts by neans of an interactive database. Conpany A maintains a
dat abase that lists all spare parts available for auction. Conpany A devel oped the
software used to run the database. Conpany A s database is managed by Conpany A em
pl oyees in a data center located in Country X, where storage and nani pul ati on of
data al so take place. Conpany A has a whol | y-owned subsi diary, Conpany B, | ocated
in Country Y. Conpany B perfornms marketing and advertising activities to pronote
Conpany A's interactive database. Conpany B solicits unrelated conpanies to auction
spare parts on Conpany A's database, and solicits custoners interested in purchas-
ing spare parts online. Conpany B owns and maintains a conputer server in Country
Y, where it receives information on spare parts avail able for auction. Conpany B
has al so desi gned a specialized comruni cati ons network that connects its data cen-
ter to Company A's data center in Country X. The communi cati ons network all ows Com
pany B to enter data fromuncontroll ed conpani es on Conmpany A s database | ocated in
Country X. Company B's conmuni cations network also allows uncontrolled conmpanies to
access Conpany A's interactive database and purchase spare parts. Conpany B bore
the risks and cost of devel oping this specialized comruni cati ons network. Conpany B
enters into contracts with uncontroll ed conpani es and provi des the conpani es access
to Conpany A' s database through the Conpany B networKk.

(ii) Analysis of the facts and circunstances indicates that both Conpany A and
Conpany *38864 B possess val uable intangi ble property that they use to conduct the
spare parts auction business. Conpany A bore the econom c risks of devel opi ng and
mai nt ai ni ng software and the interactive database. Conpany B bore the econonic
ri sks of devel oping the necessary technology to transmt information fromits
server to Conpany A's data center, and to allow uncontroll ed conpanies to access
Conpany A's database. Conpany B hel ped to enhance the value of Conpany A s trade-
mark and to establish a network of custoners in Country Y. In addition, there are
no mar ket conparables for the transacti ons between Conpany A and Conpany B to re-
liably evaluate them separately. G ven the facts and circunstances, the Comm s-

© 2009 Thonson Reuters. No Claimto Orig. US Gov. Wbrks.



74 FR 38830-01 Page 105
74 FR 38830-01, 2009 WL 2365176 (F.R.)
(Cite as: 74 FR 38830)

sioner determ nes that a residual profit split nmethod will provide the nost reli-
abl e measure of an arms length result.

(iii) Under the residual profit split nmethod, profits are first allocated based on
the routine contributions of each taxpayer. Routine contributions include genera
sal es, marketing or adm nistrative functions perforned by Conpany B for Conpany A
for which it is possible to identify market returns. Any residual profits will be
all ocated based on the nonroutine contributions of each taxpayer. Since both Com
pany A and Conpany B provi ded nonroutine contributions, the residual profits are
al | ocated based on these contributions.

Exanple 2. Residual profit split. (i) Conpany A, a Country 1 corporation, provides
speci al i zed services pertaining to the processing and storage of Level 1 hazardous
waste (for purposes of this exanple, the nost dangerous type of waste). Under |ong-
termcontracts with private conpani es and governnental entities in Country 1, Com
pany A perforns nmultiple services, including transportation of Level 1 waste, de-
vel opment of handling and storage protocols, recordkeeping, and supervision of
wast e-storage facilities owned and mai ntai ned by the contracting parties. Conpany
A's research and devel opnent unit has al so devel oped new and uni que processes for
transport and storage of Level 1 waste that minimze environnental and occupationa
effects. In addition to this novel technol ogy, Conmpany A has substantial know how
and a long-termrecord of safe operations in Country 1.

(ii) Conpany A's subsidiary, Conpany B, has been in operation continuously for a
nunber of years in Country 2. Conpany B has successfully conpleted several projects
in Country 2 involving Level 2 and Level 3 waste, including projects with govern-
ment - owned entities. Conpany B has a license in Country 2 to handle Level 2 waste
(Level 3 does not require a license). Conpany B has established a reputation for
conpl eting these projects in a responsible manner. Conpany B has cultivated con-
tacts with procurenent officers, regulatory and licensing officials, and other gov-
ernment personnel in Country 2.

(iii) Country 2 governnent publishes invitations to bid on a project to handle the
country's burgeoni ng volume of Level 1 waste, all of which is generated in govern-
ment -owned facilities. Bidding is limted to conpanies that are domciled in Coun-
try 2 and that possess a license fromthe governnent to handle Level 1 or Level 2
waste. In an effort to submit a winning bid to secure the contract, Conpany B
points to its Level 2 license and its record of successful conpletion of projects,
and al so denonstrates to these officials that it has access to substantial techni-
cal expertise pertaining to processing of Level 1 waste.

(iv) Conpany A enters into a long-termtechnical services agreement with Conpany
B. Under this agreenent, Conpany A agrees to supply to Conpany B project managers
and ot her technical staff who have detail ed know edge of Conpany A s proprietary
Level 1 remediation techniques. Conpany A conmits to performunder any |ong-term
contracts entered into by Conpany B. Conpany B agrees to conpensate Conpany A based
on a markup on Company A's marginal costs (pro rata conpensati on and current ex-
penses of Company A personnel). In the bid on the Country 2 contract for Level 1
wast e remedi ati on, Conpany B proposes to use a multi-disciplinary team of special -
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ists from Conpany A and Conpany B. Project nmanagers from Conpany A will direct the

team which will also include enpl oyees of Conpany B and will make use of physica
assets and facilities owned by Conpany B. Only Conpany A and Conpany B personne
will perform services under the contract. Country 2 grants Conpany B a |license to

handl e Level 1 waste.

(v) Country 2 grants Conmpany B a five-year, exclusive contract to provide process-
ing services for all Level 1 hazardous waste generated in County 2. Under the con-
tract, Conpany Bis to be paid a fixed price per ton of Level 1 waste that it proc-
esses each year. Conpany B undertakes that all services provided will neet interna-
tional standards applicable to processing of Level 1 waste. Conpany B begins per-
formance under the contract.

(vi) Analysis of the facts and circunstances indicates that both Conpany A and
Conpany B make nonroutine contributions to the Level 1 waste processing activity in
Country 2. In addition, it is determ ned that reliable conparables are not avail -
able for the services that Conpany A provides under the long-termcontract, in part
because those services incorporate specialized know edge and process intangible
property devel oped by Conpany A. It is also determ ned that reliable conparables
are not available for the Level 2 license in Country 2, the successful track re-
cord, the governnent contacts with Country 2 officials, and other intangible prop-
erty that Conpany B provided. In view of these facts, the Conmm ssioner deterni nes
that the residual profit split nethod for services in paragraph (g) of this section
provi des the nost reliable nmeans of evaluating the armis length results for the
transaction. In evaluating the appropriate returns to Conpany A and Conpany B for
their respective contributions, the Commi ssioner takes into account that the con-
trolled parties incur different risks, because the contract between the controlled
parties provides that Conpany A will be conpensated on the basis of marginal costs
i ncurred, plus a markup, whereas the contract between Conmpany B and the governnment
of Country 2 provides that Conpany B will be conpensated on a fixed-price basis per
ton of Level 1 waste processed.

(vii) In the first stage of the residual profit split, an arms length return is
determined for routine activities performed by Conpany B in Country 2, such as
transportation, recordkeeping, and admi nistration. In addition, an armis length re-
turn is determned for routine activities performed by Conpany A (administrative,
human resources, etc.) in connection with providing personnel to Conpany B. After
the arms length return for these functions is determ ned, residual profits nmay be
present. In the second stage of the residual profit split, any residual profit is
al l ocated by reference to the relative value of the nonroutine contributions nade
by each taxpayer. Conpany A's nonroutine contributions include its commitment to
perform under the contract and the specialized technical know edge nade avail abl e
through the project nanagers under the services agreement with Conpany B. Conpany
B's nonroutine contributions include its licenses to handle Level 1 and Level 2
waste in Country 2, its knowl edge of and contacts with procurenment, regulatory and
licensing officials in the government of Country 2, and its record in Country 2 of
successful ly handling non-Level 1 waste.

(h) Unspecified nmethods. Methods not specified in paragraphs (b) through (g) of
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this section may be used to eval uate whether the ampunt charged in a controlled
services transaction is arnms length. Any nmethod used under this paragraph (h) nust
be applied in accordance with the provisions of § 1.482-1. Consistent with the
speci fied met hods, an unspecified method should take into account the general prin-
ciple that uncontrolled taxpayers evaluate the terns of a transaction by consider-
ing the realistic alternatives to that transaction, including econonmcally simlar
transactions structured as other than services transactions, and only enter into a
particul ar transaction if none of the alternatives is preferable to it. For exam
pl e, the conparable uncontrolled services price nmethod conpares a controlled ser-
vices transaction to simlar uncontrolled transactions to provide a direct estinmate
of the price to which the parties would have agreed had they resorted directly to a
mar ket alternative to the controlled services transaction. Therefore, in establish-
i ng whether a controlled services transaction achieved an arnms length result, an
unspeci fied nmethod should provide information on the prices or profits that the
controll ed taxpayer could have realized by choosing a realistic alternative to the
controll ed services transaction (for exanple, outsourcing a particular service
function, rather than performng the *38865 function itself). As with any nethod,
an unspecified method will not be applied unless it provides the nost reliable
measure of an arm s length result under the principles of the best nethod rule. See
§ 1.482-1(c). Therefore, in accordance with § 1.482-1(d) (conparability), to the
extent that an unspecified nmethod relies on internal data rather than uncontrolled
conparables, its reliability will be reduced. Simlarly, the reliability of a
method will be affected by the reliability of the data and assunptions used to ap-
ply the method, including any projections used.

Exanple. (i) Conmpany T, a U. S. corporation, devel ops conputer software programns
including a real estate investnent programthat perforns financial analysis of com
nmercial real properties. Conpanies U, V, and Ware owned by Conpany T. The primary
busi ness activity of Conpanies U, V, and Wis conmercial real estate devel oprment.
For busi ness reasons, Conpany T does not sell the conmputer programto its customers
(on a conpact disk or via downl oad from Conmpany T's server through the Internet).

I nstead, Conpany T nmaintains the software programon its own server and allows cus-
tomers to access the programthrough the Internet by using a password. The transac-
tions between Conpany T and Conpanies U, V, and Ware structured as controlled ser-
vi ces transacti ons whereby Conpanies U, V, and Wobtain access via the Internet to
Conpany T's software program for financial analysis. Each year, Conpany T provides
a revised version of the conputer programincluding the nbost recent data on the
commercial real estate market, rendering the old version obsol ete.

(ii) I'n evaluating whether the consideration paid by Conpanies U, V, and Wto Com
pany T was armls | ength, the Conm ssioner nmay consider, subject to the best nmethod
rule of § 1.482-1(c), Company T's alternative of selling the conmputer programto
Conmpanies U, V, and Won a conpact disk or via downl oad through the Internet. The
Conmi ssi oner determines that the controlled services transactions between Conpany T
and Conpanies U, V, and Ware conparable to the transfer of a simlar software pro-
gram on a conpact disk or via downl oad through the Internet between uncontrolled
parties. Subject to adjustnments being made for material differences between the
controll ed services transactions and the conparabl e uncontrolled transactions, the
uncontrol l ed transfers of tangible property may be used to evaluate the arm s
length results for the controlled services transacti ons between Conpany T and Com
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panies U, V, and W

(i) Contingent-paynent contractual ternms for services--(1) Contingent-paynment con-
tractual terns recognized in general. In the case of a contingent-paynent arrange-
ment, the arm s length result for the controlled services transaction generally
woul d not require paynent by the recipient to the renderer in the tax accounting
period in which the service is rendered if the specified contingency does not occur
in that period. If the specified contingency occurs in a tax accounting period sub-
sequent to the period in which the service is rendered, the armis length result for
the controlled services transaction generally would require paynment by the recipi-
ent to the renderer on a basis that reflects the recipient's benefit fromthe ser-
vices rendered and the risks borne by the renderer in performng the activities in
the absence of a provision that unconditionally obligates the recipient to pay for
the activities performed in the tax accounting period in which the service is ren-
der ed.

(2) Contingent-paynent arrangenent. For purposes of this paragraph (i), an ar-
rangenment will be treated as a contingent-paynent arrangenent if it nmeets all of
the requirements in paragraph (i)(2)(i) of this section and is consistent with the
econom ¢ substance and conduct requirenent in paragraph (i)(2)(ii) of this section

(i) Ceneral requirenments--(A) Witten contract. The arrangenent is set forth in a
witten contract entered into prior to, or contenporaneous with, the start of the
activity or group of activities constituting the controlled services transaction.

(B) Specified contingency. The contract states that paynent for a controlled ser-
vices transaction is contingent (in whole or in part) upon the happening of a fu-
ture benefit (within the meaning of 8§ 1.482-9(1)(3)) for the recipient directly re-
lated to the activity or group of activities. For purposes of the preceding sen-
tence, whether the future benefit is directly related to the activity or group of
activities is evaluated based on all the facts and circumstances.

(C) Basis for payment. The contract provides for paynent on a basis that reflects
the recipient's benefit fromthe services rendered and the risks borne by the ren-
derer.

(ii) Econom c substance and conduct. The arrangenent, including the contingency
and the basis for paynent, is consistent with the econonm c substance of the con-
trolled transaction and the conduct of the controlled parties. See § 1.482-

1(d)(3) (1) (B).

(3) Commissioner's authority to inmpute contingent-paynent terns. Consistent with
the authority in 8 1.482-1(d)(3)(ii)(B), the Comm ssioner nay inmpute contingent-
payment contractual terns in a controlled services transaction if the economi c sub-
stance of the transaction is consistent with the existence of such terms.

(4) Evaluation of armls | ength charge. Wether the amobunt charged in a contingent-
paynment arrangenent is arnms length will be evaluated in accordance with this sec-
tion and other applicable regulations under section 482. In evaluating whether the
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anount charged in a contingent-paynent arrangenment for the manufacture, construc-
tion, or devel opnent of tangible or intangible property owned by the recipient is
arms length, the charge determ ned under the rules of 8§ 1.482-3 and 1.482-4 for
the transfer of simlar property may be considered. See § 1.482-1(f)(2)(ii).

(5) Exanples. The principles of this paragraph (i) are illustrated by the foll ow
i ng exanpl es:

Exanple 1. (i) Conpany X is a nenber of a controlled group that has operated in
t he pharmaceutical sector for many years. In year 1, Conpany X enters into a writ-
ten services agreenent with Company Y, another menmber of the controlled group
wher eby Conpany X will perform certain research and devel opnment activities for Com
pany Y. The parties enter into the agreenent before Conpany X undertakes any of the
research and devel opnent activities covered by the agreement. At the tine the
agreenent is entered into, the possibility that any new products will be devel oped
is highly uncertain and the possible market or markets for any products that nmay be
devel oped are not known and cannot be estimated with any reliability. Under the
agreenent, Conpany Y will own any patent or other rights that result fromthe ac-
tivities of Conpany X under the agreenent and Conpany Y will make paynents to Com
pany X only if such activities result in comercial sales of one or nore derivative
products. In that event, Conpany Y will pay Conpany X, for a specified period, x%
of Conpany Y's gross sal es of each of such products. Paynents are required with re-
spect to each jurisdiction in which Conpany Y has sal es of such a derivative prod-
uct, beginning with the first year in which the sale of a product occurs in the ju-
risdiction and continuing for six additional years with respect to sales of that
product in that jurisdiction

(ii) As a result of research and devel opment activities perforned by Conpany X for
Conmpany Y in years 1 through 4, a conpound is devel oped that may be nore effective
than existing nedications in the treatnment of certain conditions. Conpany Y regis-
ters the patent rights with respect to the conpound in several jurisdictions in
year 4. In year 6, Conpany Y begins comrercial sales of the product in Jurisdiction
A and, in that year, Conpany Y makes the paynment to Conpany X that is required un-
der the agreenent. Sal es of the product continue in Jurisdiction Ain years 7
through 9 and Conpany Y nakes the paynents to Conpany X in years 7 through 9 that
are required under the agreenent.

(iii) The years under exam nation are years 6 through 9. In evaluating whether the
contingent-paynent terns will be recogni zed, the Conm ssioner considers *38866
whet her the conditions of paragraph (i)(2) of this section are nmet and whether the
arrangenent, including the specified contingency and basis of paynment, is consis-
tent with the econom c substance of the controlled services transaction and with
the conduct of the controlled parties. The Conm ssioner determ nes that the contin-
gent - paynent arrangenent is reflected in the witten agreenent between Conpany X
and Conpany Y; that commercial sales of products devel oped under the arrangenent
represent future benefits for Conpany Y directly related to the controlled services
transaction; and that the basis for the paynent provided for in the event such

sal es occur reflects the recipient's benefit and the renderer's risk. Consistent
with § 1.482-1(d)(3)(ii)(B) and (iii)(B), the Comm ssioner deternines that the par-
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ties' conduct over the term of the agreenment has been consistent with their con-
tractual allocation of risk; that Conmpany X has the financial capacity to bear the
risk that its research and devel opnent services may be unsuccessful and that it may
not receive conpensation for such services; and that Conpany X exerci ses manageri a
and operational control over the research and devel opnent, such that it is reason-
able for Conpany X to assune the risk of those activities. Based on all these
facts, the Conmmi ssioner determ nes that the contingent-paynent arrangement is con-
sistent with econom c substance.

(iv) I'n determ ning whether the ampunt charged under the contingent-paynent ar-
rangenent in each of years 6 through 9 is arm s |ength, the Comn ssioner eval uates
under this section and other applicable rules under section 482 the conpensati on
paid in each year for the research and devel opnent services. This analysis takes
into account that under the contingent-paynent terns Conpany X bears the risk that
it mght not receive payment for its services in the event that those services do
not result in marketable products and the risk that the nmagnitude of its paynent
depends on the magni tude of product sales, if any. The Comm ssioner al so considers
the alternatives reasonably available to the parties in connection with the con-
trolled services transaction. One such alternative, in view of Conpany X' s willing-
ness and ability to bear the risk and expenses of research and devel opnent acti vi -
ties, would be for Conmpany X to undertake such activities on its own behalf and to
license the rights to products successfully devel oped as a result of such activi-
ties. Accordingly, in evaluating whether the conpensation of x% of gross sales that
is paid to Conpany X during the first four years of comercial sales of derivative
products is arm s |ength, the Comm ssioner nmay consider the royalties (or other
consi deration) charged for intangi ble property that are conparable to those incor-
porated in the derivative products and that resulted from Conpany X s research and
devel opnent activities under the contingent-paynent arrangenent.

Exanple 2. (i) The facts are the sanme as in Exanple 1, except that no commercia
sal es ever materialize with regard to the patented conpound so that, consistent
with the agreenment, Conpany Y nmakes no paynents to Conpany X in years 6 through 9.

(ii) Based on all the facts and circunstances, the Conm ssioner determn nes that
the contingent-paynent arrangenment is consistent with econonmic substance, and the
result (no paynents in years 6 through 9) is consistent with an arms |length re-
sult.

Exanmple 3. (i) The facts are the sanme as in Exanple 1, except that, in the event
that Conmpany X' s activities result in comercial sales of one or nore derivative
products by Conpany Y, Conpany Y will pay Conpany X a fee equal to the research and
devel opnent costs borne by Conpany X plus an amount equal to x% of such costs, with
the payment to be nade in the first year in which any such sal es occur. The x%
mar kup on costs is within the range, ascertainable in year 1, of nmarkups on costs
of independent contract researchers that are conpensated under terns that uncondi -
tionally obligate the recipient to pay for the activities performed in the tax ac-
counting period in which the service is rendered. In year 6, Conpany Y nekes the
singl e paynent to Conpany X that is required under the arrangenent.
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(ii) The years under examination are years 6 through 9. In evaluating whether the
conti ngent-paynment terms will be recognized, the Conm ssioner considers whether the
requi renents of paragraph (i)(2) of this section were met at the tinme the witten
agreenent was entered into and whet her the arrangenent, including the specified
contingency and basis for paynent, is consistent with the econon c substance of the
controlled services transaction and with the conduct of the controlled parties. The
Conmi ssi oner determ nes that the contingent-paynent terns are reflected in the
written agreenment between Conpany X and Conpany Y and that comrercial sal es of
products devel oped under the arrangenent represent future benefits for Conmpany Y
directly related to the controlled services transaction. However, in this case, the
Commi ssi oner determ nes that the basis for paynment provided for in the event such
sal es occur (costs of the services plus x% representing the markup for contract
research in the absence of any nonpaynent risk) does not reflect the recipient's
benefit and the renderer's risks in the controlled services transaction. Based on
all the facts and circunstances, the Comr ssioner deternines that the contingent-
payment arrangenent is not consistent with econom c substance.

(iii) Accordingly, the Conm ssioner determ nes to exercise its authority to inpute
contingent -paynment contractual terns that accord with econonm c substance, pursuant
to paragraph (i)(3) of this section and § 1.482- 1(d)(3)(ii)(B). In this regard,

t he Comnmi ssioner takes into account that at the tine the arrangenent was entered
into, the possibility that any new products woul d be devel oped was highly uncertain
and the possible market or markets for any products that nay be devel oped were not
known and could not be estimated with any reliability. In such circunstances, it is
reasonabl e to conclude that one possible basis of payment, in order to reflect the
recipient's benefit and the renderer’'s risks, would be a charge equal to a percent-
age of conmercial sales of one or nore derivative products that result fromthe re-
search and devel opnent activities. The Conmi ssioner in this case may i npute terns
that require Conpany Y to pay Conpany X a percentage of sales of the products de-
vel oped under the agreenent in each of years 6 through 9.

(iv) In determ ning an appropriate arms | ength charge under such inputed contrac-
tual terns, the Conm ssioner conducts an anal ysis under this section and other ap-
plicable rules under section 482, and considers the alternatives reasonably avail -
able to the parties in connection with the controlled services transacti on. One
such alternative, in view of Conpany X' s willingness and ability to bear the risks
and expenses of research and devel opnent activities, would be for Conpany X to un-
dertake such activities on its own behalf and to |icense the rights to products
successful ly devel oped as a result of such activities. Accordingly, for purposes of
its determ nation, the Conm ssioner may consider the royalties (or other considera-
tion) charged for intangible property that are conparable to those incorporated in
the derivative products that resulted from Conpany X s research and devel opnent ac-
tivities under the contingent-paynent arrangenent.

(j) Total services costs. For purposes of this section, total services costs neans
all costs of rendering those services for which total services costs are being de-
term ned. Total services costs include all costs in cash or in kind (including
st ock- based conpensation) that, based on analysis of the facts and circunstances,
are directly identified with, or reasonably allocated in accordance with the prin-
ci pl es of paragraph (k)(2) of this section to, the services. In general, costs for
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this purpose should conprise provision for all resources expended, used, or nmde
avail abl e to achi eve the specific objective for which the service is rendered. Ref-
erence to generally accepted accounting principles or Federal incone tax accounting
rules may provide a useful starting point but will not necessarily be conclusive
regarding inclusion of costs in total services costs. Total services costs do not

i nclude interest expense, foreign incone taxes (as defined in § 1.901-2(a)), or do-
mestic i ncome taxes.

(k) Allocation of costs--(1) In general. In any case where the renderer's activity
that results in a benefit (within the neaning of paragraph (1)(3) of this section)
for one recipient in a controlled services transaction also generates a benefit for
one or nore other nenbers of a controlled group (including the benefit, if any, to
the renderer), and the amount charged under this section in the controlled services
transaction is determ ned under a nmethod that makes reference to costs, costs nust
be all ocated anong the portions of the activity performed for the benefit of the
*38867 first nmentioned recipient and such other nenbers of the controlled group un-
der this paragraph (k). The principles of this paragraph (k) nmust also be used
whenever it is appropriate to allocate and apportion any class of costs (for exam
pl e, overhead costs) in order to determine the total services costs of rendering
the services. In no event will an allocation of costs based on a generalized or
non- speci fic benefit be appropriate.

(2) Appropriate nethod of allocation and apportionnent--(i) Reasonabl e net hod
standard. Any reasonable nmethod nmay be used to all ocate and apportion costs under
this section. In establishing the appropriate nmethod of allocation and apporti on-
ment, consideration should be given to all bases and factors, including, for exam
ple, total services costs, total costs for a relevant activity, assets, sales, com
pensation, space utilized, and tinme spent. The costs incurred by supporting depart-
ments may be apportioned to other departnents on the basis of reasonabl e overal
estimates, or such costs nmay be reflected in the other departnents' costs by apply-
i ng reasonabl e departnental overhead rates. Allocations and apportionnents of costs
nmust be made on the basis of the full cost, as opposed to the increnental cost.

(ii) Use of general practices. The practices used by the taxpayer to apportion
costs in connection with preparation of statenents and anal yses for the use of nman-
agenent, creditors, mnority sharehol ders, joint venturers, clients, custoners, po-
tential investors, or other parties or agencies in interest will be considered as
potential indicators of reliable allocation nethods, but need not be accorded con-
cl usive wei ght by the Conmi ssioner. In deternmining the extent to which allocations
are to be made to or fromforeign nmenbers of a controlled group, practices enpl oyed
by the donestic nmenbers in apportioning costs anong thenselves will also be consid-
ered if the relationships with the foreign nenbers are conparable to the relation-
shi ps anong the donestic nenbers of the controlled group. For exanple, if for pur-
poses of reporting to public stockholders or to a governnental agency, a corpora-
tion apportions the costs attributable to its executive officers anong the donestic
menbers of a controlled group on a reasonable and consistent basis, and such offi -
cers exercise conparable control over foreign nenbers of the controlled group, such
domestic apportionnent practice will be considered in determning the allocations
to be made to the foreign nenbers.
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(3) Exanples. The principles of this paragraph (k) are illustrated by the foll ow
i ng exanpl es:

Exanpl e 1. Conpany A pays an annual |icense fee of 500x to an uncontrolled tax-
payer for unlimted use of a database within the corporate group. Under the terns
of the license with the uncontrolled taxpayer, Conpany Ais permitted to use the
dat abase for its own use and in rendering research services to its subsidiary, Com
pany B. Conpany B obtains benefits fromthe database that are simlar to those that
it would obtain if it had independently |icensed the database fromthe uncontrolled
t axpayer. Evaluation of the armis length charge (under a nethod in which costs are
relevant) to Conpany B for the controlled services that incorporate use of the da-
tabase must take into account the full amunt of the license fee of 500x paid by
Conpany A, as reasonably allocated and apportioned to the rel evant benefits, al-

t hough the increnental use of the database for the benefit of Conpany B did not re-
sult in an increase in the license fee paid by Conpany A.

Exanple 2. (i) Conpany A is a consuner products conpany located in the United
States. Conpanies B and C are whol |l y-owned subsi diaries of Conmpany A and are |o-
cated in Countries B and C, respectively. Company A and its subsidiari es manufac-
ture products for sale in their respective markets. Conpany A hires a consultant
who has expertise regarding a manufacturing process used by Conpany A and its sub-
sidiary, Conpany B. Conpany C, the Country C subsidiary, uses a different manufac-
turing process, and accordingly will not receive any benefit fromthe outside con-
sultant hired by Conpany A. In allocating and apportioning the cost of hiring the
outsi de consultant (100), Conpany A determ nes that sales constitute the nost ap-
propriate allocation key.

(ii) Conpany A and its subsidiaries have the follow ng sal es:

(iii) Because Conpany C does not obtain any benefit fromthe consultant, none of
the costs are allocated to it. Rather, the costs of 100 are all ocated and appor-
tioned ratably to Conpany A and Conpany B as the entities that obtain a benefit
fromthe canpaign, based on the total sales of those entities (500). An appropriate
al l ocation of the costs of the consultant is as foll ows:

Conpany A B Tota
Al'l ocation .... 400/500 .. 100/500
Amount . ... ... 80 ....... 20 .... 100
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(I') Controlled services transaction--(1) In general. A controlled services trans-
action includes any activity (as defined in paragraph (I)(2) of this section) by
one nmenber of a group of controlled taxpayers (the renderer) that results in a
benefit (as defined in paragraph (l1)(3) of this section) to one or nore other mem
bers of the controlled group (the recipient(s)).

(2) Activity. An activity includes the performance of functions, assunptions of
ri sks, or use by a renderer of tangible or intangible property or other resources,
capabilities, or know edge, such as know edge of and ability to take advantage of
particul arly advantageous situations or circunstances. An activity also includes
maki ng available to the recipient any property or other resources of the renderer

(3) Benefit--(i) In general. An activity is considered to provide a benefit to the
recipient if the activity directly results in a reasonably identifiable increnment
of economi c or commercial value that enhances the recipient's comercial position
or that may reasonably be anticipated to do so. An activity is generally considered
to confer a benefit if, taking into account the facts and circunmstances, an uncon-
trolled taxpayer in circunmstances conparable to those of the recipient would be
willing to pay an uncontrolled party to performthe sanme or simlar activity on ei-
ther a fixed or contingent-paynent basis, or if the recipient otherwi se would have
performed for itself the same activity or a simlar activity. A benefit may result
to the owner of intangible property if the renderer engages in an activity that
*38868 is reasonably anticipated to result in an increase in the value of that in-
tangi bl e property. Paragraphs (1)(3)(ii) through (v) of this section provide guide-
lines that indicate the presence or absence of a benefit for the activities in the
control | ed services transaction

(ii) Indirect or rempte benefit. An activity is not considered to provide a bene-
fit tothe recipient if, at the tinme the activity is perfornmed, the present or rea-
sonably anticipated benefit fromthat activity is so indirect or renote that the
reci pient would not be willing to pay, on either a fixed or contingent-paynment ba-
sis, an uncontrolled party to performa simlar activity, and would not be willing
to performsuch activity for itself for this purpose. The determ nati on whether the
benefit froman activity is indirect or renpte is based on the nature of the activ-
ity and the situation of the recipient, taking into consideration all facts and
ci rcumnst ances.

(iii) Duplicative activities. If an activity perforned by a controlled taxpayer
duplicates an activity that is perfornmed, or that reasonably may be anticipated to
be perforned, by another controlled taxpayer on or for its own account, the activ-
ity is generally not considered to provide a benefit to the recipient, unless the
duplicative activity itself provides an additional benefit to the recipient.

(iv) Sharehol der activities. An activity is not considered to provide a benefit if
the sole effect of that activity is either to protect the renderer's capital in-
vestment in the recipient or in other menbers of the controlled group, or to fa-
cilitate conpliance by the renderer with reporting, legal, or regulatory require-
ments applicable specifically to the renderer, or both. Activities in the nature of
day-t o-day managenent generally do not relate to protection of the renderer's capi-
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tal investnent. Based on analysis of the facts and circunstances, activities in
connection with a corporate reorgani zati on may be considered to provide a benefit
to one or nore controlled taxpayers.

(v) Passive association. A controlled taxpayer generally will not be considered to
obtain a benefit where that benefit results fromthe controlled taxpayer's status
as a nenber of a controlled group. A controlled taxpayer's status as a memnmber of a
controll ed group may, however, be taken into account for purposes of evaluating
conparability between controlled and uncontrol |l ed transactions.

(4) Disaggregation of transactions. A controlled services transaction may be ana-
|l yzed as two separate transactions for purposes of determning the arms |ength
consideration, if that analysis is the nost reliable neans of determning the arns
| ength consideration for the controlled services transaction. See the best nethod
rule under § 1.482-1(c).

(5) Exanples. The principles of this paragraph (1) are illustrated by the foll ow
i ng exanples. In each exanpl e, assune that Conpany X is a U S. corporation and Com
pany Y is a wholly-owned subsidiary of Conpany X in Country B.

Exanmple 1. In general. In developing a worl dwi de advertising and pronotional cam
pai gn for a consuner product, Conpany X pays for and obtains designation as an of -
ficial sponsor of the AOynpics. This designation allows Conpany X and all its sub-

sidiaries, including Conpany Y, to identify thensel ves as sponsors and to use the
A ynpic logo in advertising and pronotional camnpaigns. The O ynpic sponsorship cam
pai gn generates benefits to Conpany X, Conpany Y, and other subsidiaries of Conpany
X.

Exanple 2. Indirect or renote benefit. Based on reconmmendati ons contained in a
study performed by its internal staff, Conmpany X inplements certain changes inits
management structure and the compensati on of managers of divisions |ocated in the
United States. No changes were recomended or considered for Conmpany Y in Country
B. The internal study and the resultant changes in its nmanagenent nmy increase the
conpetitiveness and overall efficiency of Conpany X. Any benefits to Conpany Y as a
result of the study are, however, indirect or renpte. Consequently, Conpany Y is
not considered to obtain a benefit fromthe study.

Exanmple 3. Indirect or renpte benefit. Based on reconmendati ons contained in a
study perforned by its internal staff, Conpany X decides to nake changes to the
managenment structure and managenent conpensation of its subsidiaries, in order to
increase their profitability. As a result of the recomendations in the study, Com
pany X inplenments substantial changes in the managenent structure and nanagenent
conmpensati on scheme of Conpany Y. The study and the changes inmplenmented as a result
of the recomendations are anticipated to increase the profitability of Conpany X
and its subsidiaries. The increased managenment efficiency of Conpany Y that results
fromthese changes is considered to be a specific and identifiable benefit, rather
than renote or specul ative.

Exanpl e 4. Duplicative activities. At its corporate headquarters in the United
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States, Conpany X perforns certain treasury functions for Conpany X and for its
subsi di aries, including Conpany Y. These treasury functions include raising capi-
tal, arrangi ng medium and |l ong-term financing for general corporate needs, includ-

i ng cash managenent. Under these circunstances, the treasury functions perfornmed by
Conpany X do not duplicate the functions performed by Conpany Y's staff. Accord-
ingly, Conpany Y is considered to obtain a benefit fromthe functions perfornmed by
Conpany X

Exanpl e 5. Duplicative activities. The facts are the sane as in Exanple 4, except
that Company Y's functions include ensuring that the financing requirenents of its
own operations are nmet. Analysis of the facts and circunstances indicates that Com
pany Y independently adninisters all financing and cash-nmanagenent functi ons neces-
sary to support its operations, and does not utilize financing obtained by Conpany
X. Under the circunstances, the treasury functions perforned by Conpany X are du-
plicative of simlar functions performed by Conpany Y's staff, and the duplicative
functi ons do not enhance Conpany Y's position. Accordingly, Conpany Y is not con-
sidered to obtain a benefit fromthe duplicative activities perfornmed by Conpany X

Exanple 6. Duplicative activities. Conmpany X s in-house |egal staff has special -

i zed expertise in several areas, including intellectual property. The intellectua
property legal staff specializes in technology licensing, patents, copyrights, and
negotiating and drafting intellectual property agreements. Conpany Y is involved in
negotiations with an unrelated party to enter into a conplex joint venture that in-
cludes nultiple licenses and cross-licenses of patents and copyrights. Conpany Y
retains outside counsel that specializes in intellectual property law to reviewthe
transacti on docunents. Conpany Y does not have in-house counsel of its own to re-
view intell ectual property transaction documents. Qutside counsel advises that the
terms for the proposed transaction are advantageous to Conpany Y and that the con-
tracts are valid and fully enforceable. Conpany X' s intellectual property |ega
staff possess val uabl e knowl edge of Conpany Y's patents and technol ogi cal achieve-
ments. They are capable of identifying particular scientific attributes protected
under patent that strengthen Conpany Y's negotiating position, and of discovering
flaws in the patents offered by the unrelated party. To reduce risk associated with
the transaction, Conpany X s intellectual property legal staff reviews the transac-
ti on docunments before Conpany Y executes the contracts. Conpany X s intellectua
property legal staff also separately evaluates the patents and copyrights with re-
spect to the licensing arrangements and concurs in the opinion provided by outside
counsel . The activities performed by Conpany X substantially duplicate the |ega
servi ces obtai ned by Conpany Y, but they also reduce risk associated with the
transaction in a way that confers an additional benefit on Conpany Y.

Exanpl e 7. Sharehol der activities. Conpany X is a publicly held corporation. U S.
| aws and regul ations applicable to publicly held corporations such as Conpany X re-
quire the preparation and filing of periodic reports that show, anong other things,
profit and | oss statenents, bal ance sheets, and other material financial inforna-
tion concerning the conpany's operations. Conpany X, Conpany Y and each of the
ot her subsidiaries nmaintain their own separate accounting departnents that record
i ndi vi dual transactions and prepare financial statements in accordance with their
| ocal accounting practices. Conpany Y, and *38869 the other subsidiaries, forward
the results of their financial performance to Conpany X, which anal yzes and com
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piles these data into periodic reports in accordance with U S. |aws and regul a-
tions. Because Conpany X s preparation and filing of the reports relate solely to
its role as an investor of capital or shareholder in Conpany Y or to its compliance
with reporting, legal, or regulatory requirements, or both, these activities con-
stitute sharehol der activities and therefore Conpany Y is not considered to obtain
a benefit fromthe preparation and filing of the reports.

Exanpl e 8. Sharehol der activities. The facts are the sane as in Exanple 7, except
that Conmpany Y's accounting departnent nmaintains a general |edger recording indi-
vi dual transactions, but does not prepare any financial statenents (such as profit
and | oss statenents and bal ance sheets). Instead, Conpany Y forwards the genera
| edger data to Conpany X, and Conpany X anal yzes and conpiles financial statenents
for Conpany Y, as well as for Conpany X s overall operations, for purposes of com
plying with U S. reporting requirenents. Conpany Y is subject to reporting require-
ments in Country B simlar to those applicable to Conpany X in the United States.
Much of the data that Conpany X anal yzes and conpil es regardi ng Conpany Y's opera-
tions for purposes of conplying with the U.S. reporting requirenments are nmade
available to Conpany Y for its use in preparing reports that nust be filed in Coun-
try B. Conpany Y incorporates these data, after m nor adjustnents for differences
in local accounting practices, into the reports that it files in Country B. Under
these circunstances, because Conpany X s analysis and conpil ation of Conpany Y's
financial data does not relate solely to its role as an investor of capital or
shar ehol der in Conpany Y, or to its conpliance with reporting, legal, or regulatory
requi renents, or both, these activities do not constitute sharehol der activities.

Exanpl e 9. Sharehol der activities. Menbers of Conpany X' s internal audit staff
visit Conpany Y on a sem annual basis in order to review the subsidiary's adherence
to internal operating procedures issued by Conpany X and its conpliance with U S
anti-bribery |Iaws, which apply to Conpany Y on account of its ownership by a U S.
corporation. Because the sole effect of the reviews by Conpany X' s audit staff is
to protect Conpany X s investnent in Conpany Y, or to facilitate Conpany X' s com
pliance with U S. anti-bribery |laws, or both, the visits are sharehol der activities
and therefore Conpany Y is not considered to obtain a benefit fromthe visits.

Exanpl e 10. Sharehol der activities. Country B recently enacted | egislation that
changed the foreign currency exchange controls applicable to foreign sharehol ders
of Country B corporations. Conpany X concludes that it may benefit from changi ng
the capital structure of Conpany Y, thus taking advantage of the new foreign cur-
rency exchange control laws in Country B. Conpany X engages an investnment banking
firmand a law firmto review the Country B legislation and to propose possible
changes to the capital structure of Conpany Y. Because Conpany X s retention of the
firms facilitates Conpany Y's ability to pay dividends and ot her anpbunts and has
the sole effect of protecting Conpany X s investnent in Conpany Y, these activities
constitute sharehol der activities and Conpany Y is not considered to obtain a bene-
fit fromthe activities.

Exanpl e 11. Sharehol der activities. The facts are the sanme as in Exanple 10, ex-
cept that Conpany Y bears the full cost of retaining the firms to evaluate the new
foreign currency control laws in Country B and to nake appropriate changes to its
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st ock ownership by Conpany X. Conmpany X is considered to obtain a benefit fromthe
rendering by Conpany Y of these activities, which would be sharehol der activities
i f conducted by Conpany X (see Exanple 10).

Exanmpl e 12. Sharehol der activities. The facts are the sane as in Exanple 10, ex-
cept that the new laws relate solely to corporate governance in Country B, and Com
pany X retains the law firmand investnment banking firmin order to evaluate
whet her restructuring would increase Conpany Y's profitability, reduce the nunber
of legal entities in Country B, and increase Conpany Y's ability to introduce new
products nore quickly in Country B. Because Conpany X retained the law firmand the
i nvestment banking firmprimarily to enhance Conpany Y's profitability and the ef-
ficiency of its operations, and not solely to protect Conpany X s investnent in
Conmpany Y or to facilitate Conpany X' s conpliance with Country B's corporate |aws,
or to both, these activities do not constitute sharehol der activities.

Exanpl e 13. Sharehol der activities. Conpany X establishes detail ed personnel poli-
cies for its subsidiaries, including Conpany Y. Conpany X al so reviews and approves
t he performance appraisals of Conpany Y's executives, nmonitors |evels of conpensa-
tion paid to all Conpany Y personnel, and is involved in hiring and firing deci-
sions regardi ng the senior executives of Conpany Y. Because this personnel -rel ated
activity by Conpany X invol ves day-to-day managenent of Conpany Y, this activity
does not relate solely to Conpany X' s role as an investor of capital or a share-
hol der of Conpany Y, and therefore does not constitute a sharehol der activity.

Exanpl e 14. Sharehol der activities. Each year, Conpany X conducts a two-day re-
treat for its senior executives. The purpose of the retreat is to refine the |ong-
term busi ness strategy of Conpany X and its subsidiaries, including Conpany Y, and
to produce a confidential strategy statenment. The strategy statenent identifies
several potential growth initiatives for Conpany X and its subsidiaries and lists
general means of increasing the profitability of the conpany as a whole. The strat-
egy statenent is made avail able without charge to Conpany Y and the other subsidi-
aries of Conpany X. Conpany Y independently eval uates whether to inplenent sone,
all, or none of the initiatives contained in the strategy statenent. Because the
preparation of the strategy statenment does not relate solely to Conpany X' s role as
an investor of capital or a sharehol der of Conpany Y, the expense of preparing the
docunent is not a sharehol der expense.

Exanpl e 15. Passive associ ation/benefit. Conpany X is the parent corporation of a
| arge controlled group that has been in operation in the information-technol ogy
sector for ten years. Conpany Y is a small corporation that was recently acquired
by the Conpany X controlled group fromlocal Country B owners. Several nonths after
the acquisition of Conpany Y, Conpany Y obtained a contract to redesign and assem
ble the i nformation-technol ogy networks and systens of a large financial institu-
tion in Country B. The project was significantly [ arger and nore conpl ex than any
ot her project undertaken to date by Conmpany Y. Conpany Y did not use Company X s
mar keting i ntangi ble property to solicit the contract, and Conpany X had no in-
vol venent in the solicitation, negotiation, or anticipated execution of the con-
tract. For purposes of this section, Conpany Y is not considered to obtain a bene-
fit from Conpany X or any other nmenber of the controlled group because the ability
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of Company Y to obtain the contract, or to obtain the contract on nore favorable
terms than woul d have been possible prior to its acquisition by the Conpany X con-
trolled group, was due to Conmpany Y's status as a nmenber of the Conpany X con-
trolled group and not to any specific activity by Conmpany X or any ot her menber of
the controll ed group.

Exanpl e 16. Passive associ ation/benefit. The facts are the sanme as in Exanple 15,
except that Conpany X executes a performance guarantee with respect to the con-
tract, agreeing to assist in the project if Conpany Y fails to neet certain nle-
posts. This performance guarantee all owed Conpany Y to obtain the contract on nate-
rially nore favorable terns than otherwi se woul d have been possible. Conpany Y is
considered to obtain a benefit from Conpany X s execution of the performance guar-
ant ee.

Exanpl e 17. Passive associ ation/benefit. The facts are the sane as in Exanple 15,
except that Conpany X began the process of negotiating the contract with the finan-
cial institution in Country B before acquiring Conpany Y. Once Conmpany Y was ac-
qui red by Conpany X, the contract with the financial institution was entered into
by Conpany Y. Conpany Y is considered to obtain a benefit from Conpany X s negoti a-
tion of the contract.

Exanpl e 18. Passive associ ation/benefit. The facts are the same as in Exanple 15,
except that Conpany X sent a letter to the financial institution in Country B,
whi ch represented that Conpany X had a certain percentage ownership in Conpany Y
and that Conpany X would nmmintain that sane percentage ownership interest in Com
pany Y until the contract was conpleted. This letter allowed Conpany Y to obtain
the contract on nore favorable terns than otherw se woul d have been possible. Since
this letter from Conpany X to the financial institution sinply affirmed Conpany Y's
status as a nenber of the controlled group and represented that this status would
be maintained until the contract was conpleted, *38870 Conpany Y is not considered
to obtain a benefit from Conpany X' s furnishing of the letter

Exanpl e 19. Passive association/benefit. (i) Sis a conmpany that supplies plastic
containers to conmpanies in various industries. S establishes the prices for its
containers through a price list that offers custoners discounts based solely on the
vol une of containers purchased.

(ii) Conpany X is the parent corporation of a |arge controlled group in the infor-
mati on technol ogy sector. Conpany Y is a wholly-owned subsidiary of Conpany X | o-
cated in Country B. Conpany X and Conpany Y both purchase plastic containers from
unrel ated supplier S. In year 1, Conpany X purchases 1 mllion units and Conmpany Y
pur chases 100,000 units. S, basing its prices on purchases by the entire group
conpletes the order for 1.1 million units at a price of $0.95 per unit, and sepa-
rately bills and ships the orders to each conpany. Conpanies X and Y undertake no
bargaining with supplier S with respect to the price charged, and purchase no other
products from supplier S.

(iii) RL and its whol |l y-owned subsidiary R2 are a controlled group of taxpayers
(unrelated to Conpany X or Conpany Y) each of which carries out functions conpara-
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ble to those of Conpanies X and Y and undertakes purchases of plastic containers
fromsupplier S, identical to those purchased from S by Conpany X and Conpany Y,
respectively. S, basing its prices on purchases by the entire group, charges Rl and
R2 $0.95 per unit for the 1.1 mllion units ordered. Rl and R2 undertake no bar-
gaining with supplier S with respect to the price charged, and purchase no other
products from supplier S.

(iv) Uis an uncontrolled taxpayer that carries out conparable functions and un-
dert akes purchases of plastic containers fromsupplier S identical to Conpany Y. U
is not a nenber of a controlled group, undertakes no bargaining with supplier S
with respect to the price charged, and purchases no other products from supplier S.
U purchases 100,000 plastic containers fromS at the price of $1.00 per unit.

(v) Company X charges Conpany Y a fee of $5,000, or $0.05 per unit of plastic con-
tai ners purchased by Conpany Y, reflecting the fact that Conpany Y receives the
vol une di scount from supplier S.

(vi) In evaluating the fee charged by Conpany X to Conpany Y, the Comn ssioner
consi ders whether the transactions between Rl, R2, and S or the transactions be-
tween U and S provide a nore reliable nmeasure of the transacti ons between Conpany
X, Conpany Y and S. The Conmi ssioner determi nes that Conpany Y's status as a nenber
of a controlled group should be taken into account for purposes of evaluating com
parability of the transactions, and concludes that the transactions between Rl, R2,
and S are nore reliably conparable to the transacti ons between Conpany X, Conpany
Y, and S. The conparable charge for the purchase was $0.95 per unit. Therefore, ob-
taining the plastic containers at a favorable rate (and the resulting $5, 000 sav-
ings) is entirely due to Conpany Y's status as a nenber of the Conpany X controlled
group and not to any specific activity by Conmpany X or any other nmenber of the con-
trolled group. Consequently, Conpany Y is not considered to obtain a benefit from
Conmpany X or any other menber of the controlled group.

Exanpl e 20. Di saggregation of transactions. (i) X, a donestic corporation, is a
pharmaceuti cal conpany that devel ops and manufactures ethical pharmaceutical prod-
ucts. Y, a Country B corporation, is a distribution and marketing conpany that al so
performs clinical trials for X in Country B. Because Y does not possess the capa-
bility to conduct the trials, it contracts with a third party to undertake the tri-
als at a cost of $100. Y also incurs $25 in expenses related to the third-party
contract (for exanmple, in hiring and working with the third party).

(ii) Based on a detailed functional analysis, the Conm ssioner determ nes that Y
performed functions beyond nerely facilitating the clinical trials for X, such as
audit controls of the third party performng those trials. In determning the arns
I ength price, the Commi ssioner may consider a nunber of alternatives. For exanple,
for purposes of determining the armis length price, the Conm ssioner may determ ne
that the interconpany service is nost reliably analyzed on a disaggregated basis as
two separate transactions: in this case, the contract between Y and the third party
could constitute an internal CUSP with a price of $100. Y would be further entitled
to an arm s length renmuneration for its facilitating services. If the nost reliable
met hod is one that provides a markup on Y's costs, then "total services cost” in
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this context would be $25. Alternatively, the Conmm ssioner nay determ ne that the

i nterconpany service is nost reliably analyzed as a single transaction, based on
conpar abl e uncontrol | ed transactions involving the facilitation of simlar clinica
trial services perfornmed by third parties. If the nost reliable method is one that
provi des a markup on all of Y's costs, and the base of the markup determ ned by the
conpar abl e conpani es includes the third-party clinical trial costs, then such a

mar kup woul d be applied to Y's total services cost of $125.

Exanpl e 21. Disaggregation of transactions. (i) X perfornms a nunber of adm nistra-
tive functions for its subsidiaries, including Y, a distributor of wi dgets in Coun-
try B. These services include those relating to working capital (inventory and ac-
counts receivabl e/ payabl e) managenent. To facilitate provision of these services, X
pur chases an ERP system specifically dedicated to optim zing working capital man-
agenent. The system which entails significant third-party costs and which includes
substantial intellectual property relating to its software, costs $1, 000.

(ii) Based on a detailed functional analysis, the Comnr ssioner deternmines that in
provi di ng adm nistrative services for Y, X performed functions beyond nerely oper-
ating the ERP systemitself, since X was effectively using the ERP as an input to
the adm nistrative services it was providing to Y. In determning arms |ength
price for the services, the Conm ssioner may consi der a nunber of alternatives. For
exanple, if the nost reliable uncontrolled data is derived from conpani es that use
simlar ERP systens purchased fromthird parties to performsinilar admnistrative
functions for uncontrolled parties, the Commi ssioner may deternine that a CPMis
the best method for neasuring the functions perforned by X, and, in addition, that
a markup on total services costs, based on the markup fromthe conparabl e conpa-
nies, is the nost reliable PLI. In this case, total services cost, and the basis
for the markup, woul d include appropriate reflection of the ERP costs of $1, 000.
Alternatively, X' s functions may be nost reliably neasured based on comparabl e un-
controll ed conpanies that performsimlar adm nistrative functions using their cus-
tomers' own ERP systens. Under these circunstances, the total services cost would
equal X' s costs of providing the adm nistrative services excluding the ERP cost of
$1, 000.

(m Coordination with transfer pricing rules for other transactions--(1) Services
transactions that include other types of transactions. A transaction structured as
a controlled services transaction nmay include other elenents for which a separate
category or categories of nethods are provided, such as a | oan or advance, a
rental, or a transfer of tangible or intangible property. See 8§ 1.482-1(b)(2) and
1.482-2(a), (c), and (d). Wiether such an integrated transaction is evaluated as a
control |l ed services transaction under this section or whether one or nore elenents
shoul d be eval uated separately under other sections of the section 482 regul ati ons
depends on which approach will provide the nost reliable measure of an arms |ength
result. Ordinarily, an integrated transaction of this type may be eval uated under
this section and its separate el enents need not be eval uated separately, provided
t hat each conponent of the transaction nay be adequately accounted for in eval uat-
ing the conmparability of the controlled transaction to the uncontrolled conparabl es
and, accordingly, in determining the arms length result in the controlled transac-
tion. See § 1.482-1(d)(3).
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(2) Services transactions that effect a transfer of intangible property. A trans-
action structured as a controlled services transaction nay in certain cases include
an elenment that constitutes the transfer of intangible property or may result in a
transfer, in whole or in part, of intangible property. Notw t hstandi ng paragraph
(m (1) of this section, if such elenment relating to intangible property is materia
to the evaluation, the arms length result for the el enent of the transaction that
i nvol ves i ntangi ble property nust be corroborated or determ ned by an anal ysis un-
der § 1.482-4.

*38871 (3) [Reserved]. For further guidance, see § 1.482-9T(m(3).

(4) O her types of transactions that include controlled services transactions. A
transaction structured other than as a controlled services transacti on may incl ude
one or nore elements for which separate pricing nmethods are provided in this sec-
tion. Wiether such an integrated transaction is eval uated under another section of
the section 482 regul ati ons or whether one or nore el enents should be eval uated
separately under this section depends on which approach will provide the nost reli-
abl e neasure of an armis length result. Odinarily, a single nethod may be applied
to such an integrated transaction, and the separate services conponent of the
transacti on need not be separately analyzed under this section, provided that the
controll ed services my be adequately accounted for in evaluating the conparability
of the controlled transaction to the uncontrolled conparables and, accordingly, in
determining the arms length results in the controlled transaction. See § 1.482-
1(d)(3).

(5) Exanples. The principles of this paragraph (m are illustrated by the foll ow
i ng exanpl es:

Exanple 1. (i) U S. parent corporation Conpany X enters into an agreenent to main-
tai n equi pmrent of Conpany Y, a foreign subsidiary. The nai ntenance of the equi pnent
requi res the use of spare parts. The cost of the spare parts necessary to maintain
the equi pment anmounts to approxi mately 25 percent of the total costs of nmintaining
the equi pnment. Conpany Y pays a fee that includes a charge for |abor and parts.

(ii) Whether this integrated transaction is evaluated as a controlled services
transaction or is evaluated as a controlled services transaction and the transfer
of tangible property depends on which approach will provide the nost reliable neas-
ure of an arms length result. If it is not possible to find conparabl e uncon-
trolled services transactions that involve sinilar services and tangible property
transfers as the controlled transacti on between Conpany X and Conpany Y, it will be
necessary to determne the arm s |length charge for the controlled services, and
then to evaluate separately the arms I ength charge for the tangible property
transfers under § 1.482-1 and 88 1.482-3 through 1.482-6. Alternatively, it may be
possible to apply the conparable profits method of § 1.482-5 to evaluate the arnis
length profit of Conpany X or Conpany Y fromthe integrated controlled transaction.
The conparable profits method may provide the nost reliable neasure of an arnls
length result if uncontrolled parties are identified that performsimlar, conbined
functions of mmintaining and providing spare parts for simlar equipnent.
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Exanmple 2. (i) U S. parent corporation Conpany X sells industrial equipnment to its
foreign subsidiary, Conpany Y. In connection with this sale, Conpany X renders to
Conpany Y services that consist of denobnstrating the use of the equi pment and as-
sisting in the effective start-up of the equi pment. Conpany X structures the inte-
grated transaction as a sale of tangible property and deternmines the transfer price
under the comparable uncontrolled price nethod of § 1.482-3(b).

(ii) Whether this integrated transaction is evaluated as a transfer of tangible
property or is evaluated as a controlled services transaction and a transfer of
tangi bl e property depends on which approach will provide the nost reliable nmeasure
of an arms length result. In this case, the controlled services nay be sinmlar to
services rendered in the transactions used to deternm ne the conparable uncontrolled
price, or they nmay appropriately be considered a difference between the controlled
transaction and conparabl e transactions with a definite and reasonably ascertai n-
able effect on price for which appropriate adjustnents can be nade. See § 1.482-
1(d)(3)(ii)(A(6). In either case, application of the conparable uncontrolled price
met hod to evaluate the integrated transaction nay provide a reliable neasure of an
arms length result, and application of a separate transfer pricing nmethod for the
control | ed services elenent of the transaction is not necessary.

Exanple 3. (i) The facts are the same as in Exanple 2 except that, after assisting
Conmpany Y in start-up, Conpany X al so renders ongoi ng services, including instruc-
ti on and supervision regardi ng Conpany Y's ongoi ng use of the equi pment. Conpany X
structures the entire transaction, including the increnental ongoing services, as a
sal e of tangible property, and determ nes the transfer price under the conparable
uncontroll ed price nethod of § 1.482-3(h).

(ii) Whether this integrated transaction is evaluated as a transfer of tangible
property or is evaluated as a controlled services transaction and a transfer of
tangi bl e property depends on which approach will provide the nost reliable neasure
of an arms length result. It nay not be possible to identify conparabl e uncon-
trolled transactions in which a seller of merchandi se renders services simlar to
t he ongoi ng services rendered by Conpany X to Conpany Y. In such a case, the incre-
mental services in connection with ongoing use of the equi pnent could not be taken
into account as a conparability factor because they are not simlar to the services
rendered in connection with sales of simlar tangible property. Accordingly, it may
be necessary to evaluate separately the transfer price for such services under this
section in order to produce the nost reliable nmeasure of an armlis length result.
Alternatively, it may be possible to apply the conparable profits method of §
1.482-5 to evaluate the armis length profit of Conpany X or Conpany Y fromthe in-
tegrated controlled transaction. The conparable profits nethod may provide the nost
reliable neasure of an arm s length result if uncontrolled parties are identified
that perform the conbined functions of selling equipnment and rendering ongoi ng af-
ter-sal e services associated with such equipnment. In that case, it would not be
necessary to separately evaluate the transfer price for the controlled services un-
der this section.

Exanple 4. (i) Conpany X, a U S. corporation, and Conpany Y, a foreign corpora-
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tion, are nenbers of a controlled group. Both conpani es performresearch and devel -
opment activities relating to integrated circuits. In addition, Conpany Y nmanufac-
tures integrated circuits. In years 1 through 3, Conpany X engages in substantia
research and devel opnent activities, gains significant know how regardi ng the de-
vel opnent of a particular high-tenperature resistant integrated circuit, and neno-
rializes that research in a witten report. In years 1 through 3, Conpany X gener-
ates overall net operating losses as a result of the expenditures associated with
this research and devel opment effort. At the beginning of year 4, Conpany X enters
into a technical assistance agreenment with Conpany Y. As part of this agreenment,
the researchers from Conpany X responsible for this project neet with the research-
ers from Conpany Y and provide themwith a copy of the witten report. Three nonths
| ater, the researchers from Conpany Y apply for a patent for a high-tenperature re-
sistant integrated circuit based in |large part upon the know how obtained fromthe
researchers from Conpany X.

(ii) The controlled services transacti on between Conpany X and Company Y incl udes
an el ement that constitutes the transfer of intangible property (such as, know-
how). Because the elenent relating to the intangible property is naterial to the
arm s length evaluation, the armis length result for that el ement nust be corrobo-
rated or determined by an analysis under § 1.482-4.

(6) d obal dealing operations. [Reserved].

(n) Effectivel/applicability date--(1) In general. This section is generally appli-
cable for taxable years beginning after July 31, 2009. In addition, a person may

el ect to apply the provisions of this section to earlier taxable years. See para-
graph (n)(2) of this section.

(2) Election to apply regulations to earlier taxable years--(i) Scope of election
A taxpayer may elect to apply § 1.482-1(a)(1), (b)(2)(i), (d)(3)(ii)(C) Exanples 3
through 6, (d)(3)(v), (F)(2)(ii)(A, (F)(2)(iii)(B), (9)(4) (i), (9)(4)(iii) Exanple
1, (i), (j)(6)(i) and (j)(6)(ii), 8§ 1.482-2(b), (f)(1) and (2), § 1.482-
4(F)(3) (1) (A, (f)(3)(ii) Exanples 1 and 2, (f)(4), (h)(1) and (2), § 1.482-
6(c)((1)(B)(1), ()(iI)(D, (c)B))A, (c)(3)()(B), (c)(3)(ii)(D), and
(d), & 1.482-8(b) Exanples 10 through 12, (c)(1) and (c)(2), § 1.482-9(a) through
(m(2), and (m(4) through (n)(2), § 1.861- 8(a)(5)(ii), (b)(3), (e)(4). (f)(4) (),

(9) Exanples 17, 18, and 30, § 1.6038A-3(a)(3) Exanple 4 and (i), § 1.6662-
6(d)(2)(ii)(B), (d)(2)(iii)(B)(4), (d)(2)(iii)(B)(6), and (g), and 8§ 31.3121(s)-
1(c)(2)(iii) and (d) of this chapter to any taxable year *38872 begi nning after
Sept enber 10, 2003. Such election requires that all of the provisions of such sec-
tions be applied to such taxable year and all subsequent taxable years (earlier

t axabl e years) of the taxpayer making the el ection

(ii) Effect of election. An election to apply the regulations to earlier taxable
years has no effect on the lintations on assessnent and collection or on the lim-
tations on credit or refund (see Chapter 66 of the Internal Revenue Code).

(iii) Time and manner of nmeking election. An election to apply the regulations to
earlier taxable years nust be nade by attaching a statenment to the taxpayer's
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timely filed U.S. tax return (including extensions) for its first taxable year be-
gi nning after July 31, 2009.

(iv) Revocation of election. An election to apply the regulations to earlier tax-
abl e years may not be revoked without the consent of the Conm ssioner

26 CFR 8§ 1.482-9T

Par. 15. Section 1.482-9T is anended by revising paragraphs (a), (b), (c), (d),
(e), (f), (9), (h), (i), (3), (k), (1), (M(1), (M(2), (M(4), (M(5), and (n),

and addi ng paragraph (0) to read as foll ows:

26 CFR 8§ 1.482-9T

§ 1.482-9T Methods to determ ne taxable income in connection with a controll ed ser-
vi ces transaction (tenporary).

(a) through (m(2) [Reserved]. For further guidance, see 8§ 1.482-9(a) through
(m(2).

(3)***
(4) and (m(5) [Reserved]. For further guidance, see § 1.482-9(m(4) and (m(5).

(n) Effective/applicability date. Paragraph (m(3) of this section is generally
appl i cabl e on January 5, 2009.

(o) Expiration date. The applicability of paragraph (m(3) of this section expires
on Decenber 30, 2011

26 CFR § 1.861-8

Par. 16. Section 1.861-8 is amended by revising paragraphs (a)(5)(ii), (b)(3),
(e)(4), (f)(4), (g) Exanples 17, 18 and 30, and (h) to read as foll ows:

26 CFR § 1.861-8

§ 1.861-8 Conputation of taxable inconme from sources within the United States and
from other sources and activities.

* *x * % %

(a) * *x %
(5) * x %

(ii) Paragraph (e)(4), the last sentence of paragraph (f)(4)(i), and paragraph
(g), Exanmples 17, 18, and 30 of this section are generally applicable for taxable
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years beginning after July 31, 2009. In addition, a person may elect to apply the
provi si ons of paragraph (e)(4) of this section to earlier years. Such el ection
shal |l be made in accordance with the rules set forth in § 1.482-9(n)(2).

* *x * % %

(b) * x %

(3) Supportive functions. Deductions which are supportive in nature (such as over-
head, general and adm nistrative, and supervisory expenses) may relate to other de-
ductions which can nmore readily be allocated to gross inconme. In such instance,
such supportive deductions may be allocated and apportioned along with the deduc-
tions to which they relate. On the other hand, it would be equally acceptable to
attribute supportive deductions on sone reasonable basis directly to activities or
property which generate, have generated or could reasonably be expected to generate
gross inconme. This would ordinarily be acconplished by allocating the supportive
expenses to all gross incone or to another broad class of gross incone and appor-
tioning the expenses in accordance with paragraph (c)(1) of this section. For this
pur pose, reasonable departnmental overhead rates may be utilized. For exanples of
the application of the principles of this paragraph (b)(3) to expenses other than
expenses attributable to stewardship activities, see Exanples 19 through 21 of
paragraph (g) of this section. See paragraph (e)(4)(ii) of this section for the al-
| ocation and apportionment of deductions attributable to stewardship expenses. How
ever, supportive deductions that are described in 8§ 1.861- 14T(e)(3) shall be allo-
cated and apportioned in accordance with the rules of 8§ 1.861-14T and shall not be
al l ocated and apportioned by reference only to the gross income of a single nenber
of an affiliated group of corporations as defined in § 1.861-14T(d).

* x * * %

(e) * ok 0k

(4) Stewardship and controlled services--(i) Expenses attributable to controlled
services. If a corporation perforns a controlled services transaction (as defined
in § 1.482-9(1)(3)), which includes any activity by one nenmber of a group of con-
trolled taxpayers that results in a benefit to a related corporation, and the ren-
dering corporation charges the related corporation for such services, section 482
and these regul ations provide for an allocation where the charge is not consistent
with an arm's length result as determ ned. The deductions for expenses of the cor-
poration attributable to the controlled services transaction are consi dered defi -
nitely related to the anpunts so charged and are to be allocated to such amounts.

(ii) Stewardshi p expenses attributable to dividends received. Stewardship ex-
penses, which result from "overseei ng" functions undertaken for a corporation's own
benefit as an investor in a related corporation, shall be considered definitely re-
| ated and allocable to dividends received, or to be received, fromthe related cor-
poration. For purposes of this section, stewardship expenses of a corporation are
t hose expenses resulting from"duplicative activities" (as defined in § 1.482-
9(1)(3)(iii)) or "shareholder activities" (as defined in § 1.482-9(1)(3)(iv)) of
the corporation with respect to the related corporation. Thus, for exanple, stew
ardshi p expenses include expenses of an activity the sole effect of which is either
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to protect the corporation's capital investnment in the related corporation or to
facilitate conpliance by the corporation with reporting, legal, or regulatory re-
qui rements applicable specifically to the corporation, or both. If a corporation
has a foreign or international departnment which exercises overseeing functions with
respect to related foreign corporations and, in addition, the departnment perforns
ot her functions that generate other foreign-source incone (such as fees for ser-

vi ces rendered outside of the United States for the benefit of foreign related cor-
porations, foreign-source royalties, and gross incone of foreign branches), sone
part of the deductions with respect to that departnment are considered definitely
related to the other foreign-source inconme. In sone instances, the operations of a
foreign or international departnent will also generate United States source incone
(such as fees for services performed in the United States). Perm ssible nethods of
apportionment with respect to stewardshi p expenses include conparisons of tine
spent by enpl oyees weighted to take into account differences in conpensation, or
conpari sons of each related corporation's gross receipts, gross incone, or unit

sal es vol une, assuning that stewardship activities are not substantially dispropor-
tionate to such factors. See paragraph (f)(5) of this section for the type of veri-
fication that may be required in this respect. See § 1.482-9(1)(5) for exanples
that illustrate the principles of § 1.482-9(1)(3). See Exanple 17 and Exanple 18 of
par agraph (g) of this section for the allocation and apportionment of stewardship
expenses. See paragraph (b)(3) of this section for the allocation and apporti onnment
of deductions attributable to supportive functions other than stewardshi p expenses,
such as expenses in the nature of day-to-day managenment, and paragraph (e)(5) of
*38873 this section generally for the allocation and apporti onnent of deductions
attributable to | egal and accounting fees and expenses.

* *x * * %

(f) * x %

(4) Adjustnents nade under other provisions of the Code--(i) In general. If an ad-
justment which affects the taxpayer is made under section 482 or any other provi-
sion of the Code, it may be necessary to reconpute the allocations and apporti on-
ments required by this section in order to reflect changes resulting fromthe ad-
justment. The reconputati on made by the Conm ssioner shall be made using the sane
nmet hod of allocation and apportionnent as was originally used by the taxpayer, pro-
vi ded such nmethod as originally used conformed with paragraph (a)(2) of this sec-
tion and, in light of the adjustnment, such nethod does not result in a materia
distortion. In addition to adjustnments which would be made aside fromthis section
adj ustnments to the taxpayer's inconme and deductions which woul d not otherw se be
made may be required before applying this section in order to prevent a distortion
in determning taxable income froma particular source of activity. For exanple, if
an itemincluded as a part of the cost of goods sold has been inproperly attributed
to specific sales, and, as a result, gross incone under one of the operative sec-
tions referred to in paragraph (f)(1) of this section is inproperly determ ned, it
may be necessary for the Comm ssioner to make an adjustnent to the cost of goods
sold, consistent with the principles of this section, before applying this section.
Simlarly, if a domestic corporation transfers the stock in its foreign subsidiar-
ies to a donestic subsidiary and the parent corporation continues to incur expenses
in connection with protecting its capital investnent in the foreign subsidiaries
(see paragraph (e)(4) of this section), it my be necessary for the Conm ssioner to
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make an al |l ocati on under section 482 with respect to such expenses before making
al l ocati ons and apportionments required by this section, even though the section
482 al | ocation m ght not otherw se be made.

* *x * % %

(g) * x %

Exanpl e 17. Stewardshi p expenses (consolidation). (i) (A) Facts. X, a donestic
corporation, wholly owmms M N, and O, al so donestic corporations. X, M N, and O
file a consolidated income tax return. Al the income of X and Ois from sources
within the United States, all of Ms income is general category income from sources
within South America, and all of N s inconme is general category income from sources
within Africa. X receives no dividends fromM N, or O During the taxable year
the consolidated group of corporations earned consolidated gross inconme of $550, 000
and incurred total deductions of $370,000 as foll ows:

Gross Deducti ons
i ncome
Cor por ati ons:
X $100, 000 $50, 000
M. 250,000 ..... 100, 000
N . 150, 000 ..... 200, 000
O . 50,000 ...... 20, 000
Total .............. 550, 000 ..... 370, 000

(B) OF the $50,000 of deductions incurred by X, $15,000 relates to X' s ownership
of M $10,000 relates to X's ownership of N, $5,000 relates to X' s ownership of O
and the sole effect of the entire $30,000 of deductions is to protect X's capita
investment in M N, and O. X properly categorizes the $30,000 of deductions as
st ewar dshi p expenses. The remmi nder of X' s deductions ($20,000) relates to produc-
tion of United States source incone fromits plant in the United States.

(ii) (A Alocation. X s deductions of $50,000 are definitely related and thus al -
| ocable to the types of gross incone to which they give rise, nanely $25, 000 whol |y
to general category incone from sources outside the United States ($15, 000 for
st ewar dshi p of M and $10,000 for stewardship of N) and the renmai nder ($25, 000)
whol Iy to gross inconme fromsources within the United States. Expenses incurred by
Mand N are entirely related and thus wholly allocable to general category incone
earned from sources without the United States, and expenses incurred by O are en-
tirely related and thus wholly allocable to income earned within the United States.
Hence, no apportionnent of expenses of X, M N, or Ois necessary. For purposes of
applying the foreign tax credit linmtation; the statutory grouping is general cate-
gory gross incone from sources without the United States and the residual grouping
is gross incone fromsources within the United States. As a result of the alloca-
tion of deductions, the X consolidated group has taxable income from sources wth-
out the United States in the anpunt of $75,000, conputed as follows:
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Forei gn source general category gross incone ($250,000 from M +

$150, 000 from N) ... $400, 000
Less: Deductions allocable to foreign source general category

gross incone ($25,000 from X, $100,000 from M and $200, 000 from

N o (325, 000)
Total foreign-source taxable income ........ ... . . . . . . . .. . .. 75, 000

(B) Thus, in the conbi ned conputation of the general category limtation, the nu-
nmerator of the limting fraction (taxable incone from sources outside the United
States) is $75, 000.

Exanpl e 18. Stewardship and supportive expenses. (i) (A) Facts. X, a donmestic cor-
poration, manufactures and sells pharnmaceuticals in the United States. X' s donmestic
subsidiary S, and X's foreign subsidiaries T, U, and V performsimlar functions in
the United States and foreign countries T, U, and V, respectively. Each corporation
derives substantial net incone during the taxable year that is general category in-
come described in section 904(d)(1). X s gross incone for the taxable year consists
of :

Domestic sales iNCOMB .. ....... ... $32, 000, 000
Di vidends from S (before dividends received deduction) ....... 3, 000, 000
Dividends from T ... ... .. 2,000, 000
Dividends fromU ... ... ... 1, 000, 000
Dividends from \V ... 0
Royalties fromT and U .......... . . . . . . . i 1, 000, 000
Fees from U for services performed by X ...................... 1, 000, 000
Total grosSs i NCOMB . ... ... e e e e 40, 000, 000

(B) In addition, X incurs expenses of its supervision departnment of $1,500, 000.

(C) X' s supervision departnent (the Department) is responsible for the supervision
of its four subsidiaries and for rendering certain services to the subsidiaries,
and this Department provides all the supportive functions necessary for X s foreign
activities. The Departnent performs three principal types of activities. The first
type consists of services for the direct benefit of U for which a fee is paid by U
to X. The cost of the services for Uis $900,000 (which results in a total charge
to U of $1,000,000). The second type consists of activities described in § 1.482-
9(1)(3)(iii) that are in the nature of sharehol der oversight that duplicate func-
tions perforned by the subsidiaries' own enployees and that do not provide an addi -
tional benefit to the subsidiaries. For exanple, a teamof auditors fromX s ac-
counting departnment periodically audits the subsidiaries' books and prepares inter-
nal reports for use by X' s managenent. Simlarly, X s treasurer periodically re-
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views for the board of directors of X the subsidiaries' financial policies. These
activities do not provide an additional benefit to the related corporations. The
cost of the duplicative services and rel ated supportive expenses i s $540,000. The
third type of activity consists of providing services which are ancillary to the
license agreenments which X maintains with subsidiaries T and U. The cost of the an-
cillary services is $60, 000.

(ii) Allocation. The Departnment's outlay of $900,000 for services rendered for the
benefit of Uis allocated to the $1,000,000 in fees paid by U The remaining
$600, 000 in the Departnent's deductions are definitely related to the types of
gross inconme to which they give rise, nanmely dividends fromsubsidiaries S, T, U
and V and royalties fromT and U However, $60,000 of the $600,000 in deductions
are found to be attributable to the ancillary services and are definitely related
(and therefore allocable) solely to royalties received fromT and U, while the re-
mai ni ng $540, 000 in deductions are *38874 definitely related (and therefore alloc-
able) to dividends received fromall the subsidiaries.

(iii) (A) Apportionment. For purposes of applying the foreign tax credit limta-
tion, the statutory grouping is general category gross income from sources outside
the United States and the residual grouping is gross income fromsources within the
United States. X' s deduction of $540,000 for the Departnent's expenses and rel ated
supportive expenses which are allocable to dividends received fromthe subsidiaries
nmust be apportioned between the statutory and residual groupings before the foreign
tax credit limtation may be applied. In determ ning an appropriate nmethod for ap-
portioning the $540,000, a basis other than X' s gross inconme nust be used since the
di vi dend paynent policies of the subsidiaries bear no relationship either to the
activities of the Departnent or to the ampunt of income earned by each subsidiary.
This is evidenced by the fact that V paid no dividends during the year, whereas S,
T, and U paid dividends of $1 mllion or nore each. In the absence of facts that
woul d indicate a material distortion resulting fromthe use of such method, the
st ewar dshi p expenses ($540,000) may be apportioned on the basis of the gross re-
cei pts of each subsidiary.

(B) The gross receipts of the subsidiaries were as foll ows:

S ... $4, 000, 000
T ... . 3, 000, 000
U............ 500, 000
Voo 1, 500, 000
Total ...... 9, 000, 000

(C) Thus, the expenses of the Departnent are apportioned for purposes of the for-
eign tax credit limtation as foll ows:
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Apportionment of stewardship expenses to the statutory groupi ng of
gross inconme: $540,000 x [($3, 000,000 + $500, 000 +

$1, 500, 000)/ $9, 000, 000] . .ottt $300, 000
Apportionnent of supervisory expenses to the residual grouping of

gross incone: $540,000 x [$4,000,000/9,000,000] ....... ..o, 240, 000
Total : Apportioned stewardship expense ............ ... 540, 000

* *x * * %

Exanpl e 30. Incone taxes. (i)(A) Facts. As in Exanple 17 of this paragraph (g), X
is a donestic corporation that wholly owmns M N, and O al so donestic corporations.
X, M N and Ofile a consolidated income tax return. Al the income of X and Ois
fromsources within the United States, all of Ms incone is general category incone
fromsources within South America, and all of N s incone is general category incone
from sources within Africa. X receives no dividends fromM N, or O During the
t axabl e year, the consolidated group of corporations earned consolidated gross in-
cone of $550,000 and incurred total deductions of $370,000. X has gross incone of
$100, 000 and deductions of $50,000, without regard to its deduction for state in-
cone tax. OF the $50,000 of deductions incurred by X, $15,000 relates to X' s owner-
ship of M $10,000 relates to X's ownership of N, $5,000 relates to X' s ownership
of O and the entire $30,000 constitutes stewardshi p expenses. The remminder of X's
$20, 000 of deductions (which is assumed not to include state incone tax) relates to
production of U. S. source incone fromits plant in the United States. M has gross
i ncone of $250, 000 and deductions of $100, 000, which yield foreign-source genera
category taxable incone of $150,000. N has gross inconme of $150,000 and deducti ons
of $200, 000, which yield a foreign-source general category |oss of $50,000. O has
gross income of $50,000 and deductions of $20,000, which yield U S. source taxable
i ncome of $30, 000.

(B) Unlike Exanple 17 of this paragraph (g), however, X also has a deduction of
$1,800 for state A inconme taxes. X's state A taxable inconme is conputed by first
maki ng adj ustnents to the Federal taxable incone of X to derive apportionable tax-
abl e incone for state A tax purposes. An analysis of state A law indicates that
state A law also includes in its definition of the taxable business income of X
which is apportionable to X's state A activities, the taxable incone of M N, and
O which is related to X' s business. As in Exanple 25 of this paragraph (g), the
anount of apportionabl e taxable income attributable to business activities con-
ducted in state Ais determ ned by nultiplying apportionabl e taxable incone by a
fraction (the "state apportionnent fraction") that conpares the relative anounts of
payrol |, property, and sales within state A with worl dw de payroll, property, and
sal es. Assuming that X s apportionable taxable income equals $180, 000, $100, 000 of
which is fromsources wi thout the United States, and $80,000 is from sources wthin
the United States, and that the state apportionment fraction is equal to 10 per-
cent, X has state A taxable income of $18,000. The state A incone tax of $1,800 is
then derived by applying the state A incone tax rate of 10 percent to the $18, 000
of state A taxable incone.

(ii) Allocation and apportionment. Assume that under Exanple 29 of this paragraph
(g), it is determined that X' s deduction for state A income tax is definitely re-
lated to a class of gross incone consisting of income from sources both within and
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wi thout the United States, and that the state A tax is apportioned $1,000 to
sources without the United States, and $800 to sources within the United States.
Under Exanple 17 of this paragraph (g), without regard to the deduction for X's
state A inconme tax, X has a separate |oss of ($25,000) from sources wi thout the
United States. After taking into account the deduction for state A income tax, X s
separate | oss fromsources without the United States is increased by the $1, 000
state A tax apportioned to sources without the United States, and equals a | oss of
(%26, 000), for purposes of conputing the nunerator of the consolidated genera
category foreign tax credit limtation.

26 CFR § 1.861-8T

Par. 17. Section 1.861-8T is anended by revising paragraphs (a)(3), (a)(4),
(a)(5), (b), (e)(3), (e)(4), (e)(5), (e)(6), (e)(7), (e)(8), (e)(9), (e)(10),
(e)(11), (f)(1)(i), (H(y(iii), (fF)(2), (£)(3), (f)(4), (f)(5), (g) Exanples 1, 2,
3, 4, 5, 6, 7, 8, 9, 10, 11, 12, 13,14, 15, 16, 17, 18, 19, 20, 21, 22, 22, 23, and
30, and (h) to read as foll ows:

26 CFR § 1.861-8T

§ 1.861-8T Conputation of taxable income fromsources within the United States and
fromother sources and activities (tenporary).

* *x * * %

(a)(3) through (b) [Reserved]. For further guidance, see § 1.861-8(a)(3) through
(b) .

* *x * * %

(e) * x %

(3) through (f)(1)(i) [Reserved]. For further guidance, see § 1.861-8(e)(3)
through (f)(1)(i).

* *x * % %

(f)(21)(iii) through (g) Exanples 1 through 23 [Reserved]. For further guidance,
see § 1.861-8(f)(1)(iii) through (g) Exanples 1 through 23.

* *x * % %

Exanpl e 30. [Reserved]. For further guidance, see § 1.861-8(g) Exanple 30.

(h) Effectivel/applicability date. (1) Paragraphs (f)(1)(vi)(E), (f)(1)(vi)(F), and
(f)(1)(vi)(G of this section apply to taxable years ending after April 9, 2008

(2) Paragraph (e)(4), the last sentence of paragraph (f)(4)(i), and paragraph
(g), Exanples 17, 18, and 30 of this section apply to taxable years beginning after
July 31, 2009.

(3) Also, see paragraph (e)(12)(iv) of this section and 1.861-14(e)(6) for rules
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concerning the allocation and apportionnent of deductions for charitable contribu-
tions.

26 CFR 8 1.861-9T

Par. 18. Section 1.861-9T(k) is amended by adding new first and second sentences
to read as foll ows:

26 CFR § 1.861-9T

§ 1.861-9T Allocation and apportionment of interest expense (tenporary).

* *x * % %

(k) * * * In general, the rules of this section apply for taxable years begi nning
after Decenber 31, 1986. Paragraphs (b)(2) (concerning the treatnment of certain
foreign currency) and (d)(2) (concerning the treatnment of interest incurred by non-
resident aliens) of this section are applicable for taxable years comrencing after
Decenmber 31, 1988. * * *

26 CFR § 1.861-10T

*38875 Par. 19. Section 1.861-10T is anended by revising the section headi ng and
addi ng new paragraph (f) to read as foll ows:

26 CFR § 1.861-10T

§ 1.861-10T Special allocations of interest expense (tenporary).

* *x * % %

(f) Effective/applicability date. (1) In general, the rules of this section apply
for taxable years beginning after Decenber 31, 1986.

(2) Paragraphs (b)(3)(ii) (providing an operating costs test for purposes of the
nonr ecour se i ndebt edness exception) and (b)(6) (concerning excess collaterization
of nonrecourse borrowi ngs) of this section are applicable for taxable years com
menci ng after Decenber 31, 1988.

(3) Paragraph (e) (concerning the treatnent of related controlled foreign corpora-
tion indebtedness) of this section is applicable for taxable years comrencing after
Decenber 31, 1987. For rules for taxable years begi nning before January 1, 1987,
and for later years to the extent pernmitted by § 1.861- 13T, see § 1.861-8 (revised
as of April 1, 1986).

26 CFR § 1.861-11T

Par. 20. Section 1.861-11T is anended by revising the section heading and addi ng
new paragraph (h) to read as foll ows:
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26 CFR § 1.861-11T

§ 1.861-11T Special rules for allocating and apportioning interest expense of an
affiliated group of corporations (tenporary).

* *x * * %

(h) Effective/applicability date. The rules of this section apply for taxable
years begi nning after Decenber 31, 1986.

26 CFR § 1.861-12T

Par. 21. Section 1.861-12T is anended by revising the section heading and addi ng
new paragraph (k) to read as foll ows:

26 CFR § 1.861-12T

§ 1.861-12T Characterization rules and adjustnments for certain assets (tenporary).

* k kx k* %

(k) Effectivel/applicability date. The rules of this section apply for taxable
years begi nning after Decenber 31, 1986.

26 CFR 8§ 1.861-14T

Par. 22. Section 1.861-14T is anended by addi ng new paragraph (k) to read as fol-
| ows:

26 CFR § 1.861-14T

8§ 1.861-14T Special rules for allocating and apportioning certain expenses (other
than i nterest expense) of an affiliated group of corporations (tenporary).

* *x * % %

(k) Effective/applicability date. The rules of this section apply for taxable
years begi nning after Decenber 31, 1986.

26 CFR § 1.6038A-1

§ 1.6038A-1 [ Anended]

26 CFR § 1.6038A-1

Par. 23. Section 1.6038A-1 is amended by renoving paragraph (n)(3) and redesignat-
ing paragraphs (n)(4), (n)(5), (n)(6) and (n)(7) as paragraphs (n)(3), (n)(4),
(n)(5) and (n)(6), respectively.
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26 CFR § 1. 6038A-3

Par. 24. Section 1.6038A-3 is amended by revising paragraphs (a)(3) Exanple 4, and
(i) to read as foll ows:

26 CFR § 1.6038A-3

§ 1.6038A-3 Record nmmi ntenance.
(a) * * *
(3) * * *

Exanple 4. S, a U. S. reporting corporation, provides conputer consulting services
for its foreign parent, X. Based on the application of section 482 and the regul a-
tions, it is deternmined that the cost of services plus nethod, as described in §
1.482-9(e), will provide the nost reliable measure of an arm s length result, based
on the facts and circunmstances of the controlled transaction between S and X. Sis
required to maintain records to pernit verification upon audit of the conparable
transactional costs (as described in 8§ 1.482-9(e)(2)(iii)) used to calculate the
arms length price. Based on the facts and circunstances, if it is determ ned that
X' s records are relevant to deternine the correct U S. tax treatnent of the con-
trolled transaction between S and X, the record mai ntenance requirenents under sec-
tion 6038A(a) and this section will be applicable to the records of X

* x * % %

(i) Effective/applicability date--(1) In general. This section is generally appli-
cabl e on December 10, 1990. However, records described in this section in existence
on or after March 20, 1990, nust be mmintai ned, wi thout regard to when the taxable
year to which the records rel ate began. Paragraph (a)(3) Example 4 of this section
is generally applicable for taxable years beginning after July 31, 2009.

(2) Election to apply regulation to earlier taxable years. A person may elect to
apply the provisions of paragraph (a)(3) Exanple 4 of this section to earlier tax-
abl e years in accordance with the rules set forth in 8§ 1.482- 9(n)(2).

26 CFR § 1. 6038A-3T

§ 1. 6038A-3T [ Renpved]

26 CFR § 1. 6038A-3T

Par. 25. Section 1.6038A-3T is renpved.

26 CFR § 1.6662-6
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Par. 26. Section 1.6662-6 is anmended by revising paragraphs (d)(2)(ii)(B),
(d)(2)(iii)(BY(4), (d)(2)(iii)(B)(6), and (g) to read as foll ows:

26 CFR § 1.6662-6

§ 1.6662-6 Transacti ons between persons described in section 482 and net section
482 transfer price adjustnents.

* x * % %

(d) * k%
(2) * k%
(||) * k%

(B) Services cost nmethod. A taxpayer's selection of the services cost nethod for
certain services, described in 8§ 1.482-9(b), and its application of that nmethod to
a controlled services transaction will be considered reasonable for purposes of the
speci fied nethod requirenment only if the taxpayer reasonably allocated and appor-
tioned costs in accordance with 8 1.482-9(k), and reasonably concluded that the
controll ed services transaction satisfies the requirenents described in § 1.482-
9(b)(2). Whether the taxpayer's conclusion was reasonabl e nmust be determ ned from
all the facts and circunstances. The factors relevant to this determ nation include
those described in paragraph (d)(2)(ii)(A) of this section, to the extent applica-
bl e.

* *x * % %

(iii) * = *
(B) * * *

(4) A description of the nethod sel ected and an expl anation of why that nethod was
sel ected, including an evaluation of whether the regulatory conditions and require-
ments for application of that nethod, if any, were net;

* x * * %

(6) A description of the controlled transactions (including the ternms of sale) and
any internal data used to analyze those transactions. For exanple, if a profit
split nmethod is applied, the docunentation nmust include a schedule providing the
total incone, costs, and assets (with adjustnments for different accounting prac-
tices and currencies) for each controll ed taxpayer participating in the rel evant
busi ness activity and detailing the allocations of such itens to that activity.
Simlarly, if a cost-based nethod (such as the cost plus nethod, the services cost
met hod for certain services, or a conparable profits nethod with a cost-based
profit level indicator) is applied, the docunentation nmust include a description of
the manner in which relevant costs are determ ned and are allocated and apporti oned
to the relevant controlled transaction
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* *x * % %

(g) Effective/applicability date--(1) In general. This section is generally appli-
cabl e on February 9, 1996. However, taxpayers may elect to apply this section to
all open taxabl e years begi nning after Decenber 31, 1993.

(2) Special rules. The provisions of paragraphs (d)(2)(ii)(B), (d)(2)(iii)(B)(4)
and (d)(2)(iii)(B)(6) of this section are applicable for taxable years begi nning
after July 31, 2009. However, taxpayers nmay elect to apply the provisions of para-
graphs (d)(2)(ii)(B), (d)(2)(iii)(B)(4) and (d)(2)(iii)(B)(6) of this section to
*38876 earlier taxable years in accordance with the rules set forth in § 1.482-

9(n) (2).

26 CFR § 1.6662-6T

8§ 1.6662-6T [ Renpved]

26 CFR § 1.6662-6T

Par. 27. Section 1.6662-6T is renoved.

PART 31-- EMPLOYMENT TAXES AND COLLECTI ON OF | NCOVE TAX AT THE SOURCE
Par. 28. The authority citation for part 31 continues to read in part as foll ows:

Aut hority: 26 U S.C. 7805 * * *

26 CFR § 31.3121(s)-1

Par. 29. Section 31.3121(s)-1 is anended by revising paragraphs (c)(2)(iii) and
(d) to read as foll ows:

26 CFR § 31.3121(s)-1

8§ 31.3121(s)-1 Concurrent enployment by related corporations with conmon paymaster

* x * % %

(C) * x %
(2) * *x %

(iii) Group-wide allocation rules. Under the group-w de nethod of allocation, the
Commi ssi oner nmay all ocate the taxes inposed by sections 3102 and 3111 in an appro-
priate manner to a related corporation that renunerates an enpl oyee through a com
non paymaster if the conmon paymaster fails to remit the taxes to the Interna
Revenue Service. Allocation in an appropriate manner varies according to the cir-
cunstances. It may be based on sales, property, corporate payroll, or any other ba-
sis that reflects the distribution of the services performed by the enpl oyee, or a
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combi nation of the foregoing bases. To the extent practicable, the Commi ssioner may
use the principles of § 1.482-2(b) of this chapter in meking the allocations with
respect to wages paid after Decenber 31, 1978, and on or before July 31, 2009. To
the extent practicable, the Comm ssioner nay use the principles of § 1.482-9 of
this chapter in naking the allocations with respect to wages paid after July 31
20009.

(d) Effectivel/applicability date--(1) In general. This section is applicable with
respect to wages paid after Decenber 31, 1978. The fourth sentence of paragraph
(c)(2)(iii) of this section is applicable with respect to wages paid after Decenber
31, 1978, and on or before July 31, 2009. The fifth sentence of paragraph
(c)(2)(iii) of this section is applicable with respect to wages paid after July 31
20009.

(2) Election to apply regulation to earlier taxable years. A person nmay elect to
apply the fifth sentence of paragraph (c)(2)(iii) of this section to earlier tax-
abl e years in accordance with the rules set forth in § 1.482-9(n)(2) of this chap-
ter.

26 CFR § 31.3121(s)-1T

§ 31.3121(s)-1T [ Renpved]

26 CFR § 31.3121(s)-1T

Par. 30. Section 31.3121(s)-1T is renoved.

PART 602-- OvB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTI ON ACT
Par. 31. The authority citation for part 602 continues to read as foll ows:

Aut hority: 26 U S.C. 7805.

26 CFR § 602.101

Par. 32. In § 602.101, paragraph (b) is anmended by adding an entry for "§ 1.482-
9(b)" to the table to read foll ows:

26 CFR § 602.101

8§ 602.101 OMB Control nunbers.

* *x * % %

(b) * x %

CFR part or section where identified and descri bed Current OMB contro
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* *x * * %

Approved: July 25, 2009.

Linda E. Stiff,

Deputy Comnri ssioner for Services and Enforcenent.

M chael Mindaca,

Acting Assistant Secretary of the Treasury (Tax Policy).
[FR Doc. E9-18326 Filed 7-31-09; 8:45 am
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